High-technology industry developments - 2000/01; Audit risk alerts by American Institute of Certified Public Accountants
University of Mississippi
eGrove
Industry Developments and Alerts American Institute of Certified Public Accountants(AICPA) Historical Collection
2000
High-technology industry developments - 2000/
01; Audit risk alerts
American Institute of Certified Public Accountants
Follow this and additional works at: https://egrove.olemiss.edu/aicpa_indev
Part of the Accounting Commons, and the Taxation Commons
This Article is brought to you for free and open access by the American Institute of Certified Public Accountants (AICPA) Historical Collection at
eGrove. It has been accepted for inclusion in Industry Developments and Alerts by an authorized administrator of eGrove. For more information,
please contact egrove@olemiss.edu.
Recommended Citation
American Institute of Certified Public Accountants, "High-technology industry developments - 2000/01; Audit risk alerts" (2000).
Industry Developments and Alerts. 111.
https://egrove.olemiss.edu/aicpa_indev/111
High-Technology
Industry
Developments—
2000/01
AUD IT RISK ALERTS
Notice to Readers
This Audit Risk Alert is intended to provide auditors of financial 
statements of high-technology businesses with an overview of re­
cent economic, industry, regulatory, and professional develop­
ments that may affect the audits they perform. This document 
has been prepared by the AICPA staff. It has not been approved, 
disapproved, or otherwise acted on by a senior technical commit­
tee of the AICPA.
Yelena Mishkevich 
Technical M anager 
AICPA A ccoun ting a n d  A uditing Publica tions
Special thanks to H. John Dirks, CPA, for his assistance in devel­
opment and review of this Alert.
Copyright © 2000 by
American Institute o f  Certified Public Accountants, Inc.,
New York, NY 10036-8775
All rights reserved. For information about the procedure fo r  requesting 
permission to make copies o f  any part o f  this work, please call the AICPA 
Copyright Permissions Hotline at 201-938-3245. A Permissions Request Form 
fo r  emailing requests is available at www.aicpa.org by clicking on the copyright 
notice on any page. Otherwise, requests should be written and mailed to the 
Permissions Department, AICPA, Harborside Financial Center, 201 Plaza Three, 
Jersey City, NJ 07311-3881.
1 2 3 4 5 6 7 8 9 0 AAG 0 9 8 7 6 5 4 3 2 1 0
In This Year’s Alert...
Economic and Industry Developments
• What significant industry and econom ic events and conditions have 
occurred recently that are relevant to the audits o f  high-technology 
entities? Page 7
Audit Issues and Developments
• Why is the going-concern issue important fo r  the high-tech industry? 
What is the auditor’s responsibility in addressing it? Page 22
• How does the issue o f  inventory valuation affect auditors o f  high- 
technology clients? Page 24
• What factors m ight indicate a misstatement o f  revenues and why are 
these issues o f  particu lar concern to auditors o f  high-technology entities? 
Page 27
• How w ill the increased use o f  e-business a ffect auditors o f  high-tech 
entities? Page 37
• How does the trend toward merger and consolidation in the high- 
technology industry a ffect auditors o f  high-technology entities? Page 42
• What guidance is available fo r  auditing derivative instruments? Page 45
Accounting Issues and Developments
• What does the new  SEC Staff Accounting Bulletin have to say about 
revenue recognition? What effect w ill it have on fin an cia l statement 
preparation and audits fo r  high-tech entities? Page 48
• What are some o f  the EITF issues that may be relevant to high-tech 
entities? Page 57
• Will repricing o f  employee stock options be a significant issue fo r  high- 
tech entities this year? What gu idance has the FASB issued recently to 
clarify accounting fo r  this type o f  transaction? Page 59
• How can the rapid pa ce o f  technological development affect the 
valuation o f  long-lived assets? What guidance is p rovid ed  in FASB 
Statement No. 121 with respect to accounting fo r  the impairment o f  
long-lived assets? Page 61
• What new  accounting pronouncem ents have been issued this y ea r by the 
FASB? Page 63
New Auditing and Attestation Pronouncements
• What new auditing and attestation pronouncements have been issued 
this year? Page 71
On the Horizon
• What are some o f  the exposure drafts currently outstanding? Page 81 
Resource Central
• What other AICPA publications may be o f  value to my practice? Page 84
• How can I  order AICPA products? What other AICPA services may be 
o f  interest to me? Page 87
Table of Contents
High-Technology Industry D evelopments— 2000/01 ............... 7
Economic and Industry Developments............................................7
Computers and Peripherals........................................................... 8
Semiconductors.............................................................................. 9
Electronic Products and Components......................................11
Computer Software and Services...............................................12
Internet Services........................................................................... 14
Telecommunications................................................................... 17
Cable...............................................................................................19
Audit Issues and Developments...................................................... 22
Going-Concern Issue..................................................................22
Inventory Valuation..................................................................... 24
Improper Revenue Recognition.................................................27
Auditing in an Electronic Business Environment...................37
Business Combinations.............................................................. 42
Auditing Derivatives....................................................................45
Accounting Issues and Developments............................................48
Revenue Recognition in Financial Statements—
SEC Staff Accounting Bulletin............................................... 48
Recent EITF Issues Relevant to the High-Technology 
Industry.......................................................................................57
Repricing of Employee Stock Options..................................... 59
Impairment of Long-Lived Assets............................................. 61
New FASB Pronouncements..................................................... 63
New Auditing and Attestation Pronouncements......................... 71
Auditing Standards...................................................................... 71
Auditing Interpretations............................................................. 77
New Attestation Standard...........................................................78
Other Developments................................................................... 80
On the Horizon.................................................................................. 81
ASB Exposure Draft.................................................................... 81
AcSEC Exposure Drafts............................................................. 83
FASB Statement Exposure Drafts............................................. 84
Resource Central................................................................................ 84
On the Bookshelf.........................................................................84
AICPA—At Your Service............................................................ 87
Appendix— The Internet— A n Auditor’s Research To o l ......... 89
High-Technology Industry 
Developments— 2000/01
Economic and Industry Developments
What significant industry and economic events and conditions 
have occurred recently that are relevant to the audits of high- 
technology entities?
The economy and the stock market have been dominated by the 
high-technology industry in the past several years. The desire to enter 
this industry does not seem to be affected by strong competition and 
the tragic experience of some of the new high-tech companies that 
ended up filing for bankruptcy. In 2000 we did not see any slow­
down in the rush of new start-ups, especially in the Internet sector.
The pervasive impact of high technology on our overall economy 
has been dramatic. It is hard to pick up a newspaper these days 
without reading something about the so-called new economy, 
which is made up of all high-tech sectors. Discussions about the 
Internet, Web sites, portals, electronic commerce (e-commerce), 
electronic business (e-business), dot-com companies, and the 
like, abound. Analysts estimate that over the past several years 
technology spending accounted for about 30 percent of the 
growth in the gross domestic product (GDP). In addition to that, 
technology has helped to increase productivity, which in turn has 
allowed our economy to grow at such a fast pace for so long with­
out sparking inflation.
Up until the beginning of this year, the market experienced one of 
its longest expansions and record-setting price levels. It was mostly 
due to the high-tech sector. However, during the past six months, 
stock prices of most of the high-tech companies declined, bringing 
the whole market down with them.
It is difficult to find common ground on the precise definition of 
what constitutes a high-technology entity. According to the Amer­
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ican Electronics Association, the high-technology industry includes 
nine subgroups of manufacturing: computers, consumer electron­
ics, communications equipment, electrical components, semicon­
ductors, defense electronics, industrial electronics, electromedical 
equipment, and photonics, and two subgroups of services— 
telecommunications services and software and computer services. 
For the purposes of this Alert, we will use this definition. It is im­
portant to note the great diversity that exists within the high-tech­
nology industry. These industry segments may be affected 
differently by the same economic conditions, as discussed in the 
following sections.
Computers and Peripherals
This year the demand for computers and computer parts remained 
very strong. Personal computer (PC) analysts estimate a 17 per­
cent growth in unit sales in 2000. This year’s growth rate is a lit­
tle bit lower than the 22 percent increase in unit sales experienced 
by the industry in 1999. The year 1999 was an outstanding one 
for the computer sector of the high-tech industry due largely to 
sales that were fueled by Internet service rebates— buyers willing 
to sign up for long-term Internet service were offered significant 
discounts on computers—and by the rush to upgrade equipment 
in anticipation of the year 2000 crisis. However, this year was fa­
vorable to computer makers with respect to prices— they finally 
got a break from steep, 30-percent-a-year price declines. Com­
puter manufacturers were unwilling to lower prices because they 
had higher costs resulting from component shortages, there was 
strong demand for computers, and they just could not allow profit 
margins to shrink any further. Also, this year manufacturers moved 
away from lower end products and instead focused on more prof­
itable midtier and higher-end computers. This shift resulted in a 
slight increase in average computer prices. Most computer mak­
ers experienced double-digit growth in revenues in the first two 
quarters. However, the third quarter was not as strong due to 
lower-than-expected sales in Europe. Demand for computers in 
Europe was softened by a combination of the following factors: 
the strong dollar, a weak euro, and a general economic slowdown. 
Should the European economic decline continue, fourth-quarter
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sales are expected to grow at a slower rate than at the beginning of 
the year and to be more in line with the third-quarter results.
Short product life cycles are a fundamental characteristic of this 
sector of the industry. For example, the life cycle of a desktop PC 
is thought to be two years or less, and it is estimated that up to 50 
percent of profits for PCs and related products are now generated 
in the first three to six months of sales. As a result, computer mak­
ers face the risk of inventory obsolescence. See the “Inventory Val­
uation” section of this Alert for discussion of this issue.
Computer manufacturers may enter into hedging transactions to 
protect themselves against fluctuating prices of the components 
used in the production of computers. As a result, computer manu­
facturers may be affected by Financial Accounting Standards Board 
(FASB) Statement of Financial Accounting Standards No. 133, 
A ccounting f o r  D erivative Instruments a n d  H edging Activities, because 
they might have financial instruments that now should be ac­
counted for as derivatives. See the “Auditing Derivatives” section 
of this Alert for more information on this topic.
Semiconductors
Despite concerns by analysts and the press about a downturn in 
the chip business, this sector of high-tech industry has performed 
well in 2000. In August of this year, North American-based man­
ufacturers of semiconductor equipment posted for the first time 
average monthly bookings of more than $3 billion with a result­
ing book-to-bill ratio of 1.24. This ratio indicates that orders ex­
ceeded shipments for that month by 24 percent, proving once 
again that the market is still expanding. Analysts expect that rev­
enues in the aggregate will grow by 35 percent this year and 19 
percent next year for semiconductor companies. Manufacturers 
of semiconductors are currently experiencing such a severe capac­
ity shortage that it is expected that the industry will spend at least 
$50 billion on new manufacturing capacity this year. Intel alone 
will spend $6 billion to add new equipment and plants. There are 
two primary reasons behind the capacity shortage. First, up until 
last year the semiconductor sector was in a slump. Companies 
using chips exerted pressure to obtain ever lower prices from chip
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suppliers, who in turn had to reduce their capital investment to 
stay afloat. Second, demand for chips has exploded in the past year 
due to strong computer sales and development of new products re­
quiring chips. Computer sales are on the upswing and chip manu­
facturers servicing traditional PC businesses are experiencing a 
healthy growth rate of 8 percent. At the same time, chip makers are 
expanding their business to service such areas as telecommunica­
tions, data networking, consumer electronics, and Internet access 
appliances. One of the most promising products is the flash mem­
ory chip, which retains data even when the power is switched off. 
These chips are used in cell phones, digital cameras, MP3 players, 
and personal digital assistants (PDAs). Their sales are expected to 
increase by at least 110 percent this year. A number of chip manu­
facturers are boosting their capacity for flash memory by convert­
ing plants that produced dynamic random access memory chips 
(DRAMs), which are still experiencing declining prices. To be able 
to produce new products, chip makers are acquiring new equip­
ment and discarding the old. Rapid replacement of capital assets 
may trigger the need for reassessment of depreciation lives of all as­
sets. In addition, auditors of semiconductor entities may need to 
ensure that their clients have appropriately considered the provi­
sions of FASB Statement No. 121, A ccounting f o r  the Im pairm en t o f  
L ong-L ived Assets a n d  f o r  L ong-L ived Assets to B e D isposed O f  See 
the “Impairment of Long-Lived Assets” section of this Alert for fur­
ther discussion of this topic.
Another implication of the shifting needs of product manufactur­
ers and end users is the potential for rapid inventory obsoles­
cence. New types of chips are continuously developed and older 
ones quickly become obsolete. Product life cycles continue to de­
crease and communications protocols constantly change. As a re­
sult, auditors may need to consider an increased level of risk 
associated with inventory valuations. For a further discussion, see 
the section titled “Inventory Valuation” in this Audit Risk Alert.
The semiconductor sector has great potential in the upcoming 
years. Both the U.S. House and Senate passed a bill this year grant­
ing permanent normal trade relations to China. The bill is ex­
pected to take effect early next year. The semiconductor industry
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stands to benefit from this bill immensely. Currently, the semi­
conductor market in China is estimated at $8 billion a year and it 
is still growing. As a result of this bill, tariffs on U.S. high-tech 
imports will be eliminated and the current import duties ranging 
from 10 percent to 15 percent w ill be reduced to zero over the 
next three years.
Electronic Products and Components
The electronics industry is having an explosive year, so much so 
that it can not keep up with the faster-than-expected demand. 
Electronics are the driving force in many consumer devices. Two 
basic components of most electronic devices are capacitors and 
resistors. Both, costing just pennies, are in great demand. Many 
consumer electronics hungry for such components are going to 
be difficult to locate this holiday season. The industry’s policy of 
just-in-time manufacturing, as well as the accelerated pace of new 
product introduction, may have contributed to the current short­
ages. The high-risk nature of manufacturing has also halted the 
investment in new production capacity. In the last downturn of 
1996 to 1998, overinvestment led to overproduction, which in 
turn resulted in falling prices and lower returns on new plants 
and equipment. As a result, manufacturers were cautious to invest 
in new capacities this time around. The worldwide shortage of elec­
tronic parts may result in a loss of sales opportunities now and well 
into the year 2001. The production lag could translate into un­
precedented market opportunities for some, while it may be a seri­
ous threat for the others, particularly those who lose significant 
market share due to inability to fulfill sales orders. See the “Going- 
Concern Issue” section of this Alert for a discussion of the audit 
implications of this topic.
As the trend of technical innovation advances, many new applica­
tions are coming to fruition. For example, auto manufacturers have 
replaced mechanical complexities with such electronics as antilock 
brakes, traction control, Internet gadgetry, and previously unimag­
inable entertainment and navigation gear. This could not have hap­
pened without research and development (R&D), which is a major 
expense for the electronics industry. There is continuous pressure
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to develop and produce new products to maintain market share in 
an environment where technology changes at a rapid pace. As an au­
ditor you should ensure that your client properly accounts for and 
discloses R&D costs in accordance with FASB Statement No. 2, 
A ccounting f o r  Research an d  D evelopm ent Costs.
Consolidations in the electronics sector are on the rise, with a 
number of major deals taking place during the year. The prediction 
is for more mergers to occur. As an auditor, you need to ensure that 
your client’s financial statements properly reflect these complex 
transactions. This issue is further discussed in the “Business Com­
binations” section of this Alert.
Computer Software and Services
This year can be characterized by strong demand for software 
products. There are several reasons behind this trend.
First, more and more tasks are being computerized. Computeri­
zation has moved beyond the accounting and human resources 
functions. Now almost all business activity is being performed 
with the help of computers. Certain functions that just several 
years ago were considered to be too personal to be computerized 
are now being delegated to machines. The software sector has de­
veloped several revolutionary products in the past couple of years 
that changed our view on computerization. For example, supply- 
chain software made it possible to computerize the inventory 
management process. Software for customer relationship man­
agement has enabled companies to automate various types of cus­
tomer outreach programs. And today’s competitive environment, 
together with high expectations of investors work for the software 
industry by making it a necessity rather than an option for busi­
nesses to acquire and use the most novice applications. Businesses 
that are not using technology to its full extent are not going to be 
as efficient as their technologically advanced competitors and 
may not be successful in cutting cost.
Second, the Internet has created an unprecedented demand for new 
computer applications. In 2000, the fear of year 2000 problems 
among the heads of technology departments was replaced by a de-
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sire to bring their companies to the Internet. Businesses are using 
the Web to provide information and sell their products to cus­
tomers, to purchase supplies from their vendors, and to communi­
cate with their employees. To do all of that, they need to have proper 
applications and databases that can support those Web sites. This 
trend resulted in rapid growth of a number of software companies.
Finally, shortage of qualified information technology personnel 
made some companies outsource their computing to application 
service providers (ASP). So far ASPs have been targeting midsize 
businesses but eventually they are hoping to win over the top 
corporations.
It is impossible not to mention the Microsoft antitrust case when 
discussing developments in the software sector. In twenty-five 
years, Microsoft had become the world’s most valuable corporation 
and the most powerful high-tech company. On June 8, 2000, in a 
landmark court case, U.S. District Judge Thomas Penfield Jackson 
ordered the breakup of Microsoft Corporation and mandated 
broad restrictions on its conduct until appeals ran their course.
If the breakup is upheld on appeal, it w ill most likely result in 
greater competition and more innovation, leading to a rise in the 
number of new enterprises formed and capitalized. The new enter­
prises, in turn, may fuel competition in the software sector. How­
ever, there could be a downside to a breakup if  a proliferation of 
operating systems and greater diversity in applications result in in­
creased incompatibility, complexity, and instability. These results, 
in turn, may reduce efficiency and make it harder for businesses to 
control transactions.
The software sector will benefit greatly  in the coming years from the 
bill passed this year granting permanent normal trade relations to 
China (this bill is discussed in further detail in the “Semiconduc­
tors” section of this Alert). It is estimated that 90 percent of the soft­
ware used in China comes from the United States. Most of it was 
pirated because tariffs made prices of U.S. software much higher 
than what was offered by most competitors. Once tariffs ranging 
from 6 percent to 35 percent are eliminated, U.S. software makers 
will be able to sell their products to China at competitive prices.
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Internet Services
At first, most businesspeople, including accountants, thought the 
only business use of the Internet was for e-commerce, which is gen­
erally understood to mean online retail sales to consumers over the 
Internet, for example, Amazon.com selling books online. But some 
companies quickly realized that the greatest opportunities on the 
Internet were for business rather than consumer transactions. Be­
fore established stock brokerage houses had realized it, Charles 
Schwab, E*trade, and other online brokerage houses had taken sig­
nificant market share from them by offering online stock trading. 
The same phenomenon occurred for airline tickets, as online travel 
Web sites made major inroads into business travel sales by travel 
agencies, online classified employment advertising stole market 
share from newspapers, and industrial purchasing and sales quickly 
moved to electronic marketplaces, to name just a few. Companies 
that make it all possible by providing various services over the In­
ternet make up the Internet sector of high-tech industry. Those 
companies operate in an electronic world environment which is 
unique and challenging, and poses a number of new demands on 
auditors. See the “Auditing in an Electronic Business Environ­
ment” section of this Alert for a discussion of e-business and its im­
plications on the audit process.
On March 10, 2000, the Nasdaq and most Internet companies 
reached their all-time high market values. Up until that date, In­
ternet companies focused on growing the number of site visitors 
and increasing their customer base and sales revenues. The ulti­
mate goal was to become the Internet market share leader in their 
respective industries. Prompting such lofty goals was the idea that 
if  a company could become the market share front-runner, then it 
could raise as much money as it needed from “angel” investors, 
venture capitalists, and the public stock market itself. Many indeed 
did do this with record-breaking initial public offerings (IPOs). 
Later in the spring of 2000, the market for dot-coms took an enor­
mous downturn for a variety of reasons. For example, auditors of 
two Internet companies, DrKoop.com and CDNow, qualified 
their audit reports questioning the ability of these entities to meet
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their obligations as they came due and, therefore, to be able to con­
tinue as going concerns. On April 14, 2000, the Wall Street Journal 
published an article by Burton G. Malkiel entitled “Nasdaq: What 
Goes U p ...” bringing out into the open what all professional in­
vestors learned in business school but chose to ignore for Internet 
stocks, that “eventually every stock can only be worth the value of 
the cash flow it is able to earn for the benefit of investors.” By this 
point in time, many Internet sector analysts were saying that most 
of the dot-coms couldn’t survive. Audited financial statements of 
many Internet companies filed with the Securities and Exchange 
Commission (SEC) indicated a history of continuously increasing 
losses with no positive cash flow in sight. The steep plunge in mar­
ket value of 25 percent to 50 percent for Internet market leaders 
and as much as 90 percent or more for the rest of the dot-coms 
during the spring of 2000 is compelling evidence that the efficient 
market hypothesis is still valid in its main premises, that investors 
are rational, markets are efficient, and price changes only reflect 
new information. As a result of these developments, companies are 
likely to have difficulty raising cash as investors are now taking a 
closer look at return on investment (ROI) and cost savings. In the 
meantime, increasing sales, low operating margins, and excessive 
operating losses cannot fund continuing operations. Auditors 
should consider whether clients that require additional equity invest­
ments in the next twelve months to maintain operations have the 
ability to continue as a going concern. See the “Going-Concern 
Issue” section of this Alert for further discussion of the going-concern 
issue. In addition, purchase business combinations financed by eq­
uity securities before the spring market plunge may result in assets 
recorded at values that, based on the current market's assessment of 
expected cash flows, may be impaired. See the “Impairment of 
Long-Lived Assets” section of this Alert for further discussion.
In today’s tight labor market, many Internet companies are in the 
position of being unable to increase monetary compensation of 
their employees and having to resort to other methods to retain 
existing employees and to attract new ones. As a result, they often 
use stock options as a part of their compensation package. Due to 
declining stock prices Internet companies are more frequently
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being confronted with stock compensation issues such as repricing 
(that is, reducing the exercise price of fixed stock option awards). 
As an auditor of an Internet company, you should be aware that ac­
counting for various changes to stock option plans has changed as a 
result of FASB Interpretation No. 44, A ccounting f o r  Certain Trans­
a ction s In v o lv in g  Stock C om pensa tion— an interpretation of Ac­
counting Principles Board (APB) Opinion No. 25, A ccounting f o r  
Stock Issued to Employees. We will discuss this issue in further detail 
in the “Repricing of Employee Stock Options” section of this Alert.
Auditors should also consider the variety of unique accounting is­
sues that may confront dot-com companies. The “Improper Rev­
enue Recognition” and “Revenue Recognition in Financial 
Statements—SEC Staff Accounting Bulletin” sections of this Alert 
discuss some of the issues that are relevant to high-tech companies.
Another important development in the Internet industry this year 
is the judgment against MP3.com and the ongoing case against 
Napster. Those Web sites allowed customers to download and ex­
change copyrighted compact disks (CDs) for free. The record com­
panies represented by the Recording Industry Association of 
America sued those companies to protect their intellectual prop­
erty. The significance of the ruling against MP3 is that it indicates 
that the W ild West days of the Internet may be ending. According 
to the presiding judge in the case, U.S. District Judge Jed Rakoff:
Some of the evidence in the case strongly suggests that some 
companies operating in the area of the Internet may have a mis­
conception that, because their technology is somewhat novel, 
they are somehow immune from the ordinary applications of 
laws of the United States, including copyright law. They need to 
understand that the law’s domain knows no such limit.
Although users, for now, can still obtain music for free, someone is 
paying for it— MP3. The MP3 case sets a precedent that busi­
nesses that participate in the distribution of copyrighted material 
are liable to the owners of that material for compensation. Audi­
tors should consider whether clients that are engaged in similar 
e-business activities have sufficient contingent loss reserves and 
disclosures in the event they are found liable for copyright infringe­
ment as MP3.com was.
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Napster also represents an important case for auditors. Regardless 
of whether Napster or the record industry prevails in court, emerg­
ing technology calls into question the continued viability of busi­
nesses involved in the sale and distribution of CDs, digital video 
disks (DVDs), or e-books, whether through traditional stores or 
over the Internet. Auditors should question whether there’s a threat 
to a client’s ability to continue as a going concern because of mar­
ket penetration and growth of emerging technologies that affect 
the recoverability of capitalized assets.
Among the prominent events in the Internet sector was the pro­
posed merger between America Online (AOL) and Time Warner. 
For more than twenty years, business analysts have predicted the 
convergence of television, communications, and computers. When 
AOL, the largest and most profitable Internet company, an­
nounced its merger with Time Warner, the world’s largest media 
company, that prediction came closer to realization. One of the 
major reasons AOL proposed to acquire Time Warner was to gain 
access to Time Warner’s cable network after being denied access to 
AT&T’s cable network, the largest cable system operator. In addi­
tion to the 13 million cable subscribers Time Warner would bring 
to AOL are the 57 million other subscribers from magazine sub­
scriptions and Home Box Office. Not only would AOL acquire a 
huge customer base, but it would also acquire established quality 
brands built over decades, such as Time, Fortune, CNN, and 
Warner Brothers Pictures and Music. Currently, no other Internet 
or media company would have as large an Internet and cable sub­
scriber base with the quality and depth of content that the new 
AOL Time Warner company will control.
The AOL-Time Warner merger is about competition and control of 
access to the Internet. When competition and access are controlled 
by few companies, the business models and viability of smaller and 
medium-sized Internet audit clients may be threatened.
Telecommunications
This year the telecom market underwent many changes. Last De­
cember the Federal Communications Commission (FCC) granted 
Bell Atlantic permission to enter the long-distance market in New
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York state. In June of 2000, SBC Communications won the ap­
proval of the FCC to offer long-distance service to customers in 
Texas. Analysts expect all the Bells to obtain a few state approvals 
to provide long-distance service by the end of this year. W ith the 
Regional Bell Operating Companies (RBOC) entering the long­
distance market and with long-distance providers offering local 
services, competition in the voice market is as strong as it has ever 
been. Phone companies have been forced to lower their rates to 
retain and attract customers. The Internet is also becoming an in­
creased source of concern for the telephony sector because it repre­
sents an alternative means of delivering voice services to customers. 
Voice over Internet Protocol (VoIP) allows consumers to avoid 
charges of long-distance phone companies by breaking down 
sound into data packets and transmitting it over the Internet. Some 
Internet companies are offering this service for free, hoping to earn 
revenue through advertising. As a result of those developments, 
phone companies are looking into expanding their operations into 
other sectors. The long-distance sector appears to be in more trou­
ble than the local voice sector. The long-distance sales grew in low 
single digits for the past year, while local sales experienced a more 
rapid growth, in high single to low double digits. AT&T, for exam­
ple, will be spinning off its consumer long-distance business. Some 
analysts believe that in several years long-distance will cease to exist 
as a separate industry.
Unlike telephony, the data and Internet services sector provides un­
limited opportunity for growth. Analysts predict that this year the 
volume of data traffic in the U.S. will surpass that of traditional 
voice traffic and by 2001 it will be two and one-half times the vol­
ume of voice. Telecommunication companies are entering such 
new areas as consulting, Web hosting, and media. They are build­
ing new networks and upgrading the old ones to prepare them­
selves to compete in those new fields. Some companies saw mergers 
and acquisitions as the easiest way to obtain access to the needed 
technology. This year we saw a lot of merger action in the telecom 
market. The AOL-Time Warner merger tops the list. AT&T com­
pleted its purchase of MediaOne, and GTE finally merged with 
Bell Atlantic, forming Verizon Communications, which recently 
announced its plans to acquire OnePoint Communications Corp.
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Auditors of telecom companies involved in mergers and acquisi­
tions should ensure that their clients properly account for these 
complex transactions. See the “Business Combinations” section 
of this Alert for further discussion of this topic.
Another important development in the telecom sector is so called 
“m-commerce” or mobile commerce. Sometimes it is also referred 
to as “wireless networking.” The basic premise behind it is the 
ability of customers to access the Internet through their mobile 
phones. Analysts believe that in several years the number of mo­
bile phones with Web-browsing capability worldwide will exceed 
the number of PCs connected to the Internet. Europe seems to be 
ahead of the United States in exploring the seemingly unlimited 
possibilities offered by this technology. European customers are 
using their mobile phones to access e-mail, check travel informa­
tion, buy and sell securities, access local movie listings, obtain 
restaurant information, maps, news, and weather reports, and so 
on. Shopping with the help of mobile phones is considered to be 
the ultimate application for m-commerce. Unfortunately, at this 
point U.S. customers can do only very few things with their wire­
less phones because m-commerce is still in an early stage of devel­
opment. Web content needs to be adjusted to fit small screens 
and graphics, which take a lot of memory, need to be modified or 
replaced with something else. Hi-tech companies are working on 
technology that will allow the United States to catch up with Eu­
rope and tap into the unlimited potential of m-commerce.
Cable
The buzzword of the year in this telecom sector is broadband. 
Broadband is a means of transferring huge volumes of data almost 
instantly to Internet users via cable pipe. The possibilities for new 
broadband cable services are enormous. By the end of the year ana­
lysts estimate that about 3 million cable modems will be in use in 
North America, up from just a few hundred thousand a few 
months ago. Broadband technology offers Internet access that is 
more than 100 times faster than typical modems wired through 
cable or digital subscriber line (DSL). Such high-speed access can 
cut the wait time for pages to load so that, in most cases, the down­
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load seems to be instantaneous. Over the next several years as 
broadband use accelerates numerous new applications are expected 
to become available. Live full-screen video with higher resolution 
than conventional television will allow video conferencing and col­
laboration. Video on demand will also become a reality as viewers 
will be able to select any television show or movie at any time. This 
feature will pose a threat to conventional broadcasters, cable opera­
tors, and any business involved in the manufacture, distribution, 
and sale or rental of physical DVDs and video cassettes.
However, opportunities offered to the cable sector by broadband 
may be hindered by new governmental regulations. W hile the 
world awaits a decision on the merger between America Online 
and Time Warner, the degree of likelihood that Congress will regu­
late high-speed Internet access over cable wire escalates. Cable 
companies have been successful at warding off attempts by Con­
gress and the FCC to mandate sharing their lines with competing 
Internet service providers. The merger approval may be dependent 
on consenting to line sharing. This will increase the need for a na­
tional policy applicable to all cable operators.
The FCC is contemplating to what extent its involvement should 
be in requiring cable companies to open up their networks to In­
ternet service providers. It is reasonable to say that whatever the 
commissioners decide, action will be taken in court by the un­
happy party. Three decisions were made during the past year by 
federal courts. In June, the Ninth Circuit Court of Appeals ruled 
that cable Internet service should be viewed as a telecommunica­
tions service. The Fourth Circuit Court of Appeals ruled it should 
be treated as a cable service. The Eleventh Circuit disagreed with 
both rulings. The only thing clear to promoters of open access was 
that if  it were to be imposed by regulators, it would have to come 
from the FCC.
Currently, the cable sector is dominated by five large companies 
that account for 80 percent of the U.S. market. This represents a 
major barrier for competition. In addition to that, before the FCC 
took action in October 2000, telecommunication carriers routinely 
entered into exclusive contracts with building owners, thereby pre­
cluding other service providers from accessing the building. Emerg-
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ing carriers complained that this practice stifled competition because 
building owners often preferred established providers to new and un­
known ones. The FCC has taken several actions to encourage com­
petition and promote consumer choice. One of these actions is to 
prohibit telecommunication carriers in the commercial environment 
from entering into exclusive contracts with building owners, includ­
ing contracts restricting premises owners or their agents from permit­
ting access to other telecommunications service providers. Real estate 
groups are strongly opposed to this regulation, calling it “forced ac­
cess” to buildings. Major players in the cable sector are not going to 
benefit from this ruling either because it fosters the growth and de­
velopment of competition. However, it is welcomed by small to 
medium-sized carriers. As an auditor of a cable company, you may 
wish to consider the effect this regulation will have on your client.
The look of the cable industry is changing. Larger companies con­
tinue to expand their territories at the expense of smaller competitors 
through mergers and acquisitions. The “Business Combinations” 
section of this Alert discusses points you need to consider as an audi­
tor of a company that is involved in these complex transactions.
Executive Summary— Economic and Industry Developments
• The high-technology industry continues to have a significant impact 
on the U.S. economy.
• Rapid changes in technology continue to be a significant factor affect­
ing inventory valuations, a continuing area of concern for auditors of 
high-technology entities.
• Demand for PCs remained strong this year and was accompanied by 
an increase in prices due to a shift to more expensive models. Com­
puter makers may be affected by FASB Statement No. 133.
• Manufacturers of semiconductors are expanding their capacity due to 
very strong demand. Chip makers are constantly upgrading or replac­
ing their equipment to be able to manufacture new products, which 
triggers such accounting issues as the need to reassess depreciation lives.
• To keep up with the competition, companies in the electronics indus­
try need to spend heavily on research and development. They are also 
faced with a capacity shortage, which may result in the inability to 
fulfill sales orders.
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• The final decision in the Microsoft antitrust case will have a significant 
effect on the software sector. Demand for software products and services 
remained strong.
• Internet companies had a difficult year and many of them may end up 
with a “going concern” paragraph in the audit opinion.
• There were a number of mergers in the telecommunications and cable 
sectors. This poses a threat for small companies, which might not be 
able to survive the competition against the industry giants.
Audit Issues and Developments
Going-Concern Issue
Why is the going-concern issue important for the high-tech industry? 
What is the auditor’s responsibility in addressing it?
A number of high-tech industry sectors have experienced intense 
competition, recurring operating losses, negative cash flows, and 
the inability to obtain debt or equity financing. These circum­
stances have resulted in a high rate of business failure. And, despite 
the current favorable economic environment, the Internet sector 
experienced a disproportionately high rate of bankruptcies this 
year. Accordingly, auditors may identify conditions and events that, 
when considered in the aggregate, indicate that there could be sub­
stantial doubt about a high-tech entity’s ability to continue as a 
going concern. For example, such conditions and events could in­
clude (1) negative trends such as recurring operating losses or 
working capital deficiencies, (2) financial difficulties such as loan 
defaults or denial of trade credit from suppliers, (3) internal mat­
ters such as substantial dependence on the success of a particular 
line of product, or (4) external matters such as legal proceedings or 
loss of a principal supplier. In such circumstances auditors will have 
to consider whether, based on such conditions and events, there is 
substantial doubt about the company’s ability to continue as a 
going concern.
Auditors should be aware of their responsibilities pursuant to State­
ment on Auditing Standards (SAS) No. 39, The A uditor’s Consider­
ation o f  an Entity’s Ability to C ontinue as a G oing Concern  (AICPA,
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Professional Standards, vol. 1, AU sec. 341). SAS No. 59 provides 
guidance to auditors in conducting an audit of financial statements 
in accordance with generally accepted auditing standards (GAAS) 
for evaluating whether there is substantial doubt about a clients 
ability to continue as a going concern for a period not to exceed 
one year from the date of the financial statements being audited.
Continuation of an entity as a going concern is generally assumed 
in the absence of significant information to the contrary. Informa­
tion that significantly contradicts the going-concern assumption 
relates to the entity’s inability to continue to meet its obligations as 
they become due without substantial disposition of assets outside 
the ordinary course of business, restructuring of debt, externally 
forced revisions of its operations, or similar actions. SAS No. 59 
does not require the auditor to design audit procedures solely to 
identify conditions and events that, when considered in the aggre­
gate, indicate there could be substantial doubt about the entity’s 
ability to continue as a going concern. The results of auditing pro­
cedures designed and performed to achieve other audit objectives 
should be sufficient for that purpose.
If the auditor believes there is substantial doubt about the entity’s 
ability to continue as a going concern, the auditor should consider 
whether it is likely that the adverse effects of the existing conditions 
and events can be mitigated by management plans for a reasonable 
period of time and that those plans can be effectively implemented. 
If the auditor obtains sufficient competent evidential matter to alle­
viate doubts about going-concern issues for a reasonable period of 
time, then consideration should be given to the possible effects on 
the financial statements and the adequacy of the related disclosures. 
If, however, after considering identified conditions and events, 
along with management’s plans, the auditor concludes that substan­
tial doubt about the entity’s ability to continue as a going concern 
remains, the audit report should include an explanatory paragraph 
to reflect that conclusion. In these circumstances, auditors should 
refer to the specific guidance set forth under SAS No. 59.
For those high-tech entities that are under bankruptcy reorganiza­
tion pursuant to chapter 11 of the Bankruptcy Code or emerging 
from it, the auditor should consider whether the company is follow­
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ing the accounting guidance of Statement of Position (SOP) 90-7, 
F inan cia l R eporting by Entities in R eorganization Under th e Bank­
ruptcy Code. High-tech entities that filed for bankruptcy may have 
impairments that need to be recorded prior to fresh-start accounting 
under SOP 90-7. The auditor should be aware that in November 
1999 the SEC staff released Staff Accounting Bulletin (SAB) No. 
100, R estructuring a n d  Im pairm en t Charges, which affects account­
ing for impairments. SAB No. 100 can be found on the SEC Web 
site at www.sec.gov/rules/acctreps/sab 100.htm.
Inventory Valuation
How does the issue of inventory valuation affect auditors of high- 
technology clients?
The primary literature on inventory accounting is Accounting Re­
search Bulletin (ARB) No. 43, Restatement a n d  Revision o f  A ccounting 
Research Bulletins, chapters 3A and 4, which provide the following 
summary:
Inventory shall be stated at the lower of cost or market except in 
certain exceptional cases when it may be stated above cost. Cost 
is defined as the sum of the applicable expenditures and charges 
directly or indirectly incurred in bringing inventories to their ex­
isting condition and location. Cost for inventory purposes may 
be determined under any one of several assumptions as to the 
flow of cost factors (such as first-in, first-out; average; and last- 
in, first-out).
Whether inventory is properly stated at lower of cost or market can 
be a very significant issue for high-technology audit clients because 
of rapid changes that can occur in many areas, and the need for en­
tities to keep up with the newest technology. Examples of factors 
that may affect inventory pricing include the following:
• Changes in a product’s design may have an adverse impact 
on the entity’s older products, with older products not as 
salable as the newer versions.
• A competitor’s introduction of a technologically advanced 
version of the product may decrease salability of a client’s 
products.
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• Changes in the products promoted by the industry as a 
whole, such as a shift from analog to digital technology, may 
affect salability.
• Changes in foreign economies may result in such situations 
as slowdown of sales to that region or lower-priced imports 
from that region.
• Changes in the technology to produce high-technology prod­
ucts can give competitors a selling-price advantage.
• Changes in regulations could affect the competitive envi­
ronment.
• The entity’s own product changes may not be well researched 
due to the pressure to introduce new products quickly, result­
ing in poor sales or high returns.
The highly competitive environment and the rapid advancement 
of technological factors contribute to the common problem of 
rapid inventory obsolescence in the high-technology industry. As 
such, auditors should consider whether the value at which invento­
ries are carried is appropriate.
The auditor may look at many factors in determining the proper 
valuation of inventories. A few examples of those factors that may 
be useful include the following:
• Product sales trends and expected future demand
• Sales forecasts prepared by management as compared with 
industry statistics
• Anticipated technological advancements that could render 
existing inventories obsolete or that could significantly re­
duce their value
• Inventory valuation ratios, such as gross profit ratios, inven­
tory turnover, obsolescence reserves as a percentage of inven­
tory, and days’ sales in inventory
• New product lines planned by management and their effects 
on current inventory
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• New product announcements by competitors
• Economic conditions in markets where the product is sold
• Economic conditions in areas where competitive products 
are produced
• Changes in the regulatory environment
• Unusual or unexpected movements, or lack thereof, of cer­
tain raw materials for use in work-in-process inventory
• Levels of product returns
• Pricing trends for the type of products sold by the client
• Changes in standards used by the industry
Also, the auditor may need to address many other issues, includ­
ing the taking of physical inventories in high-technology entities. 
The auditor should consider the guidance set forth in SAS No. 1, 
C odifica tion  o f  A uditing Standards a n d  P rocedures (AICPA, Profes­
siona l Standards, vol. 1, AU sec. 331, “Inventories”). Among the 
issues for the auditor's consideration are the following:
• When dealing with some difficult types of inventory, such 
as chemicals used in processing, the auditor may need to 
take samples for outside analysis. The work of a specialist 
may also be needed, and the auditor should follow the 
guidance set forth in SAS No. 73, Using th e Work o f  a Spe­
cia list (AICPA, Professional Standards, vol. 1, AU sec. 336).
• The extent to which raw materials have been converted to 
work-in-process w ill need to be determined to assess the 
value of the work-in-process.
• Indications of old or neglected materials or finished goods 
need to be considered in the valuation of the inventory.
• The client’s inventory held by others will need to be consid­
ered, as well as field service inventories for use in servicing 
the client’s products.
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Executive Summary— Inventory Valuation
• Inventory valuation may be a significant issue for auditors of high- 
technology entities, primarily due to the rapid rate of inventory obso­
lescence in this industry.
• Auditors need to be alert to potential threats to the salability of inven­
tory, such as changes in technology or new competitors in the field 
with more advanced products.
• Observing the physical inventory process may require use of specialists.
Improper Revenue Recognition
What factors might indicate a misstatement of revenues and why are 
these issues of particular concern to auditors of high-technology entities?
Business practices in the high-technology industry continue to 
evolve. M any transactions are customized based on specific cus­
tomer needs, and contracts may contain unusual or complex terms 
(for example, multi-element transactions and nonmonetary ex­
changes). Because a type of technology can often be used in many 
ways in different types of products without incurring significant 
additional costs, a vendor may fashion individual products and ser­
vices for different clients. They can provide for extended payment 
terms, the right to receive future products or services, cancellation 
options, rights of returns, rights of exchange, acceptance clauses, 
free services, price protection, and so forth. In addition, even the 
standard sales contract may have features that make revenue recog­
nition less than straightforward, such as requiring substantial con­
tinuing vendor involvement after delivery of merchandise (for 
example, software or hardware sales requiring installation, debug­
ging, extensive modifications, or other significant support commit­
ments) . These types of issues make the determination of proper 
revenue recognition more difficult in the high-technology industry 
than in many other industries.
Additionally, technology is a high-profile industry, and a significant 
amount of business news coverage is devoted to this industry.
27
Changes in the share prices of the technology group of stocks are 
often a matter of general business interest. The continuous scrutiny 
and the pressure to meet market expectations are factors that may 
lead to additional concerns on the part of the auditor that there has 
been no material misstatement of earnings. Also, failing to meet 
market expectations can have a significant effect on the value of the 
company’s stock and the value of employee stock options, which 
are often a significant portion of total management compensation 
in high-technology entities.
Auditors of high-tech entities should be alert to the significant risks 
that may be associated with this area. Auditors should of course 
consider whether routine revenue transactions have been properly 
accounted for. However, greater levels of audit risk may more likely 
be associated with unusual, complex, or nonroutine revenue trans­
actions, especially those that occur at or near the end of a reporting 
period. Therefore, auditors should have a sufficient understanding 
of the nature of the entity’s business to be able to distinguish rou­
tine transactions from those that are unusual or complex.
The high-tech industry is extremely competitive. Industry players 
are using a variety of pricing mechanisms and other product of­
ferings in order to attract new customers and satisfy the existing 
ones in an attempt to increase their market share. Therefore, it is 
not uncommon for high-tech entities to offer their customers 
such terms and conditions that would be considered more than 
generous by the standards of any other industry. The following is 
a brief discussion of some of the circumstances likely to exist in 
the high-tech industry that might affect revenue recognition.
Side Agreements
Side agreements may be used to entice customers to accept delivery 
of goods and services. They often remain either undocumented or 
documented in agreements separate from the main contract. When 
side agreements exist, there is a greater risk that accounting person­
nel will not be aware of all of the terms of the transaction, which 
may result in improper revenue recognition. In addition to that, 
side agreements may create obligations or contingencies relating to
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financing arrangements or to product installation or customization 
that may relieve the customer of some of the risks and rewards of 
ownership, thus affecting the timing of revenue recognition.
Typically, very few individuals within an entity are aware of the use 
of side agreements. Although side agreements may be difficult to 
discover, auditors should consider their possible existence. SAS No. 
82, Consideration o f  F raud in a F inancia l S tatem ent A udit (AICPA, 
Professional Standards, vol. 1, AU sec. 316), states that “if  there is a 
risk of material misstatement due to fraud that may involve or result 
in improper revenue recognition, it may be appropriate to confirm 
with customers certain relevant contract terms and the absence of 
side agreements— inasmuch as the appropriate accounting is often 
influenced by such terms or agreements. For example, acceptance 
criteria, delivery and payment terms and the absence of future or 
continuing vendor obligations, the right to return the product, 
guaranteed resale amounts, and cancellation or refund provisions 
often are relevant in the circumstances.”
Price Protection Agreements
A price protection clause requires the seller to rebate or credit a 
portion of the sales price if  the seller subsequently reduces its 
price for a product and the purchaser still has rights with respect 
to that product. The seller guarantees sales price by agreeing to 
(1) reacquire the equipment at a guaranteed price at specified time 
periods as a means to facilitate its resale or (2) pay the purchaser for 
the deficiency, if  any, between the sales proceeds received for the 
equipment and guaranteed minimum resale value.
FASB’s Emerging Issues Task Force (EITF) Issue No. 95-1, R evenue 
R ecognition on Sales w ith  a G uaranteed M in im um  Resale Value, pro­
vides guidance on accounting for price protection agreements. Ac­
cording to this consensus position, the manufacturer (seller) is 
precluded from recognizing a sale of equipment if  the manufac­
turer guarantees the resale value of the equipment to the purchaser. 
Rather, the manufacturer should account for the transaction as a 
lease, using the principles of lease accounting described in FASB 
Statement No. 13, A ccounting f o r  Leases.
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Bill and Hold Sales
It is not uncommon for high-technology companies to enter into 
bill and hold transactions. In a bill and hold transaction, a cus­
tomer agrees to purchase the goods but the seller retains physical 
possession until the customer requests shipment to designated lo­
cations. Normally, such an arrangement does not qualify as a sale 
because delivery has not occurred. Under certain conditions, how­
ever, when a buyer has made an absolute purchase commitment 
and has assumed the risks and rewards of the purchased product 
but is unable to accept delivery because of a compelling business 
reason, bill and hold sales may qualify for revenue recognition.
SAB No. 101, Revenue R ecognition in F inancial Statements, provides 
guidance for determining if a bill and hold transaction can be rec­
ognized as a sale. Although SAB No. 101 is not binding on non­
public companies, management and auditors of those companies 
may find it useful in analyzing bill and hold transactions. See the 
“Revenue Recognition in Financial Statements— SEC Staff Ac­
counting Bulletin” section of this Alert for further discussion of 
SAB No. 101.
Rights o f Return
It is common for high-technology manufacturers to provide their 
customers with rights of return. FASB Statement No. 48, R evenue 
R ecogn ition  When R igh t o f  R eturn Exists, specifies how an entity 
should account for sales of its products in which the buyer has a 
right to return the product. The Statement provides a list of con­
ditions, all of which must be met to recognize revenue from the 
transaction at the time of sale. One of these conditions is that the 
amount of future returns can be reasonably estimated.
Paragraph 8 of FASB Statement No. 48 describes a number of 
factors that may impair (but not necessarily preclude) the ability 
to make a reasonable estimate of the amount of future returns. 
Among the factors that are most prevalent in the high-technology 
industry are the following:
• The susceptibility of the product to significant external fac­
tors, such as technological obsolescence or changes in demand
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• Absence of historical experience with similar types of sales of 
similar products, or inability to apply such experience because 
of changing circumstances, for example, changes in the sell­
ing enterprise’s marketing policies or relationships with its 
customers
When an entity is unable to reasonably estimate the amount of 
future returns, revenue recognition should be postponed until the 
return privilege has substantially expired or until such time when 
the returns can be reasonably estimated and all the other condi­
tions listed in FASB Statement No. 48 have been met.
Auditors of SEC registrants should also be familiar with guidance 
provided in SAB No. 101. The SAB lists a number of factors, in ad­
dition to those provided in FASB Statement No. 48, that may affect 
or preclude the ability to make reasonable and reliable estimates of 
product returns. See the “Revenue Recognition in Financial State­
ments— SEC Staff Accounting Bulletin” section of this Alert for 
further discussion of SAB No. 101.
“Solution Selling” and Bundled Sales
Companies in some sectors of the high-tech industry are migrat­
ing toward providing total, customized solutions and other bun­
dled sales to their customers. Computer hardware manufacturers 
may provide their customers with hardware and some or all of the 
following: software, peripherals, installation, customization, and 
other services. Computer software companies may also provide 
their customers with additional services such as consulting, system 
integration, and ongoing support. When transactions contain mul­
tiple elements, it may be difficult to determine the amount and 
timing of the related revenue recognition.
When a revenue transaction involves both products and services, 
the individual elements of the transaction should be separated and 
accounted for separately. According to SAB No. 101, if  an arrange­
ment (i . e ., outside the scope of SOP 81-1, A ccoun ting f o r  P erfor­
m an ce o f  Construction-Type a n d  Certain P roduction-Type Contracts) 
requires the delivery or performance of multiple deliverables, or 
“elements,” the delivery of an individual element is considered not
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to have occurred if  there are undelivered elements that are essen­
tial to the functionality of the delivered element because the cus­
tomer does not have the full use of the delivered element. Services 
that are essential to the functionality of the product and/or in­
volve significant production, customization, or modification 
should be accounted for in conformity with ARB No. 45, Long- 
Term C onstruction-T ype Contracts, using the relevant guidance in 
SOP 81-1. For services that do not qualify for contract account­
ing, revenue generally is recognized ratably over the contractual 
period or as the services are performed.
Software vendors that bundle their products with additional soft­
ware and services should follow guidance provided in SOP 97-2, 
Software R evenue Recognition. The SOP refers to these arrangements 
as “multiple element arrangements” and requires software compa­
nies to allocate fees to each element of the arrangement. The portion 
of the fee allocated to an element should be recognized as revenue 
when all the revenue recognition criteria specified in this SOP have 
been met related to that element. The SOP requires the use of ven­
dor-specific objective evidence (VSOE) of fair value when allocating 
the fee to various elements in a multiple element arrangement. 
When sufficient VSOE does not exist, then generally all revenue 
from the arrangement should be deferred until the earlier of the 
point at which (1) such VSOE does exist, or (2) all elements of the 
arrangement have been delivered. Auditors of software companies 
should also be aware of a number of Technical Practice Aids issued 
by the AICPA providing guidance on the application of SOP 97-2.
EITF Issue No. 00-21, A ccoun tin g f o r  M ultip le-E lem en t R evenue 
A rrangements, focuses on when and how an arrangement should be 
divided into separate units of accounting. Auditors of high-tech 
companies should pay close attention to EITF developments be­
cause the consensus on this issue is expected to be reached soon.
Barter Transactions and Nonmonetary Exchanges
Barter transactions and nonmonetary exchanges also may occur in 
the high-tech industry. For example, Internet companies may ex­
change rights to place advertisements on each others Web sites or a 
software company may accept shares of its customer's stock as pay-
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ment for its products or services. Auditors should be aware that 
transactions that do not involve an exchange of monetary consider­
ation have an increased risk of not being captured by the account­
ing system. In addition, the accounting for barter transactions and 
nonmonetary exchanges may require the use of significant ac­
counting estimates.
APB No. 29, A ccoun tin g f o r  N onm oneta ry Transactions, provides 
guidance on the accounting for nonmonetary exchanges. Accord­
ing to the APB, in general accounting for nonmonetary transac­
tions should be based on the fair values of the assets (or services) 
involved. In the circumstances where there is not sufficient evi­
dence of fair value, which is common for newer companies, the 
transaction should be recorded at the book value of the asset trans­
ferred from the enterprise.
The auditors of high-tech companies should also be aware of 
guidance provided in EITF Issue No. 99-17, A ccoun tin g f o r  Ad­
v ertis in g B arter Transactions. According to the EITF, revenue and 
expense should be recognized at fair value from an advertising 
barter transaction only if the fair value of the advertising surren­
dered in the transaction is determinable based on the entity’s own 
historical practice of receiving cash, marketable securities, or 
other consideration that is readily convertible to a known amount 
of cash for similar advertising from buyers unrelated to the coun­
terparty on the barter transaction. If fair value of the advertising 
surrendered cannot be determined, the barter transaction should 
be recorded based on the carrying amount of the advertising sur­
rendered, which likely will be zero.
Classification o f Revenues and Costs
Given the lack of profitability for certain high-technology entities, 
particularly Internet companies, analysts and prospective investors 
may evaluate their performance based on revenues or gross mar­
gins. In fact, for some of these companies, the amount of the oper­
ating loss may not be a consideration at all. Accordingly, the 
classification of items within the income statement may take on 
greater significance than might otherwise be the case. In such cir­
cumstances, auditors may need to place heightened scrutiny on
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classification issues. SAB No. 101 and a number of recent EITF 
statements address the issues of income statement classification. 
See the “Revenue Recognition in Financial Statements—SEC Staff 
Accounting Bulletin” and “Recent EITF Issues Relevant to High- 
Technology Industry” sections of this Alert for further discussion of 
this topic.
Other Circumstances o f Concern
Also suspect are high volumes of revenues recognized in the last 
few weeks— or days—of a reporting period. The following are ex­
amples of additional circumstances of concern to auditors regard­
ing the issue of recognition of revenue:
• Partial shipments if the portion not shipped is a critical com­
ponent of the product
• Revenue transactions with related parties
• Lack of involvement by the accounting or finance depart­
ment in unusual or complex sales transactions
• Sales in which evidence indicates the customer's obligation 
to pay for the merchandise depends on the following:
— Receipt of financing from another party
— Resale to another party (such as sale to distributor or a 
consignment sale)
— Fulfillment by the seller of material unsatisfied conditions
— Final acceptance by the customer following an evaluation 
period
• Existence of longer-than-usual payment terms or install­
ment receivables
• Sales terms that do not comply with the company’s normal 
policies
• Sales that require substantial continuing vendor involve­
ment after delivery of merchandise (for example, software 
sales requiring installation, debugging, extensive modifica­
tions, or other significant support commitments)
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• Shipments of merchandise to customers without proper 
authorization from the customer
• Shipments of merchandise to company-owned warehouses
• Pre-invoicing of goods in process or being assembled or in­
voicing before or in the absence of actual shipment
Auditing Procedures
In auditing revenues, the auditor should design procedures to re­
duce the risk of misstatement of revenues in the financial state­
ments. The following are examples of such procedures.
O bta in ing an  understand in g o f  th e business. As mentioned earlier, 
it is important for the auditor to understand the client’s industry 
and business. This is of critical importance in the high-tech in­
dustry where rapidly changing events may make obtaining this 
understanding a challenge. The understanding would include the 
kinds of products and services sold and the client’s and industry’s 
customary terms over sales. The auditor also obtains an under­
standing of the controls surrounding the shipment of goods and 
the recognition of revenue.
A ssignment o f  p ersonn el. Unusual or complex sales contracts may 
call for consideration by more experienced audit personnel.
Physical observation. In connection with the observation of invento­
ries at the end of a reporting period, auditors frequently obtain in­
formation pertaining to the final shipments of goods made during 
the period. This information later is compared to the client’s sales 
records to determine whether a proper cutoff of sales occurred. Ad­
ditional procedures include inspecting the shipping areas at the ob­
servation site and making inquiries about whether goods in the 
shipping area will be included in inventory. If they are not to be in­
cluded in inventory, the auditor may need to obtain information 
about the nature of the goods and the quantities and make addi­
tional inquiries of management. Auditors also might inspect the site 
to determine whether any other inventory has been segregated.
Inquiry o f  relevant personnel. In many instances, particularly those 
involving unusual or complex transactions, the auditor should con­
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sider making inquiries of marketing, inventory control personnel, 
and other client personnel familiar with the transactions to gain 
an understanding of the nature of the transactions and any spe­
cial terms that may be associated with them. Inquiries of legal 
staff also may be appropriate. In some circumstances, the auditor 
may wish to obtain written representations from such personnel.
A nalytical p rocedures. Well-planned and detailed analytical proce­
dures used in planning the audit and as substantive tests can iden­
tify situations that warrant additional consideration. Examples of 
these procedures include monthly or weekly analyses of sales vol­
ume, comparison of sales volume to prior periods, ratio of sales in 
the last month or week to total sales for the quarter or year, and the 
client’s record of making or exceeding budgeted sales amounts.
C onfirm ations. Standard confirmation requests (confirming only 
the outstanding balance) alone do not always provide sufficient 
evidence that only appropriate revenue transactions have been 
recorded. Auditors should consider the need to confirm signifi­
cant terms of contracts and whether to inquire about the exis­
tence of oral or written contract modifications (side agreements).
R eading a n d  understand in g th e contracts. In many entities, the ma­
jority of sales are made pursuant to standard terms and are not ev­
idenced by other than the normal purchase orders and shipping 
documentation. In addition to understanding the client's normal 
terms of sale, the auditor should read and understand contracts 
related to those significant transactions that are unusual or com­
plex. Auditors need to be careful not to assume that all contracts 
are alike, and they need to consider the substance a n d  form of an 
arrangement. In some entities, the majority of revenues are com­
prised of complex transactions evidenced by individual contracts. 
In these circumstances, the need for the auditor to read and un­
derstand individual contract terms may be increased. Auditors 
may wish to consider whether contracts that include only “as of” 
dating presumptively provide evidence of the date on which such 
contracts were executed.
Auditors of high-tech companies may find helpful the Audit Guide 
A uditin g R evenu e , which w ill contain chapters titled “Auditing
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Revenue Transactions in the High Technology Manufacturing In­
dustry” and “Auditing Revenue Transactions in the Computer 
Software Industry.” This Guide will be published in 2001.
Executive Summary— Improper Revenue Recognition
• Auditors are reminded of the significant risks that may be associated 
with revenue recognition in the high-tech industry.
• Auditors should be alert for significant unusual or complex trans­
actions, especially those that occur at or near the end of a reporting 
period, along with a variety of other circumstances that may raise 
concerns about improper revenue recognition.
• Auditors should be alert to the possible existence of side agreements 
and price protection agreements. They should also pay close atten­
tion to accounting treatment of bill and hold sales, rights of returns, 
bundled sales, and barter transactions.
• Auditors should consider the issue of revenue recognition with regard 
to its impact on engagement planning, assignment of personnel, 
physical observation, inquiry of relevant personnel, analytical proce­
dures, confirmations, and reading and understanding contractual 
arrangements.
Auditing in an Electronic Business Environment
How will the increased use of e-business affect auditors of 
high-tech entities?
Before discussing the effect of e-business on the auditor, it may be 
helpful to provide a definition: The term e-bu sin ess means the 
transformations of key business processes through the use of In­
ternet technologies. E-business has a number of significant audit 
and accounting implications, including the following:
• In the not-too-distant past, investors demonstrated a great 
tolerance for dot-coms with limited revenues and a lack of 
profitability. There seemed to be few misgivings on their part 
about providing additional cash infusions to keep these enti­
ties solvent. The focus of the investment community was on 
the future potential for earnings. In those circumstances it 
was appropriate for auditors to conclude that the going-
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concern assumption was valid. However, the collapse of some 
prominent Internet companies earlier in the year has ushered 
in greater skepticism on the part of investors. Given this 
change in circumstances, auditors may have to reassess the 
going-concern assumption for some of their dot-com clients 
in accordance with SAS No. 59. See the “Going-Concern 
Issue” section of this Alert for further discussion.
• In addition to performing the audit, some CPA firms may 
provide nonattest services to a high-tech client involved in 
Internet transactions that will require consideration of in­
dependence issues. For example, designing, implementing, 
or integrating information systems for your audit client 
may impair independence. In such circumstances, the au­
ditor should consider Rule 101, I n d ep en d en ce  (AICPA, 
P ro fess ion a l S tandards , vol. 2, ET sec. 101). Auditors of 
publicly held entities should of course also consider SEC 
and, where applicable, Independence Standards Board 
(ISB) independence standards.
• The technological skills required to fully understand the 
operations of an e-business and the manner in which busi­
ness is transacted may be h ighly specialized. Having a 
sound understanding of these matters may therefore pre­
sent a formidable challenge to the uninitiated. This is fur­
ther complicated by the rapid change in technology, which 
may mean that you’re chasing a moving target. Even though 
auditors are likely to have the requisite skill set to address 
many of the issues that arise in an e-business environment, 
some additional training may be required. In some cases, 
the use of a technology specialist may be advisable. If the 
auditor decides to use the specialist, he or she should con­
sider SAS No. 73.
• E-business will result in the increased use of electronic data 
to transact business, and to record, update, and maintain 
records. As a result, auditors of high-tech companies con­
ducting business over the Internet will be confronted with 
evaluating evidential matter that may exist only in electronic 
format. SAS No. 31, E videntia l M atter (AICPA, Professional
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Standards, vol. 1, AU sec. 326), as amended by SAS No. 
80, points out, among other matters, that certain elec­
tronic evidence may exist at a certain point in time but 
may not be retrievable after a specified period of time if  
files are changed and if  backup files do not exist. There­
fore, the auditor should consider the time during which in­
formation exists or is available in determining the nature, 
timing, and extent of his or her substantive tests and, if  ap­
plicable, tests of controls.
• The auditor also may be more likely to see prepackaged or 
customized computer systems used by Internet companies. 
In such circumstances, the auditor should evaluate manage­
ment’s consideration of SOP 98-1, A ccounting f o r  th e Costs o f  
Computer Software D evelop ed  or O bta ined f o r  In terna l Use.
• The cost of developing a Web site is one of the key issues 
identified by the SEC staff. It is often one of the largest 
costs for a company conducting business over the Internet. 
The SEC staff believes that a large portion of these costs 
should be accounted for according to SOP 98-1. This year, 
FASB issued EITF Issue No. 00-2, A ccoun ting f o r  Web Site 
D evelopm en t Costs. The auditor should ensure that man­
agement accounted for the costs of developing a Web site 
in accordance with the above-mentioned guidance.
• Accounts receivable are a hot topic for the Internet sector 
because of the high incidence of fraud on the Internet. Au­
ditors should evaluate the collectibility of accounts receiv­
able and the adequacy of bad debt reserve.
• Factors such as lack of a paper trail, possible poor controls, 
and unauthorized persons initiating transactions may in­
crease the potential for disputes. These in turn may lead to 
legal action for which accrual and/or disclosure is required 
pursuant to FASB Statement No. 5, A ccoun ting f o r  C ontin­
gen cies . SAS No. 12, Inqu iry o f  a C lien t’s L awyer C on cern in g  
L itiga tion , C laims, a n d  A ssessments (AICPA, P ro fess ion a l 
Standards, vol. 1, AU sec. 337), provides guidance on the 
procedures an independent auditor should consider for
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identifying litigation, claims, and assessments and for satis­
fying himself or herself as to the financial accounting and 
reporting for such matters when performing an audit in ac­
cordance with GAAS.
• Changes in the way the client does business in the Internet 
environment of course need to be considered by the audi­
tor when planning the engagement. SAS No. 22, P lann in g  
a n d  Supervision  (AICPA, Professional Standards, vol. 1, AU 
sec. 311), points out some of the important considerations 
that should be addressed in the planning phase of the 
audit. Among those matters are the need for the auditor to 
obtain knowledge about the entity’s business, its operating 
characteristics, types of products and services, production, 
distribution, and compensation methods, matters affecting 
the industry in which the client operates, changes in tech­
nology, and other matters. Given the unique characteristics 
of e-business entities, a sound understanding of these mat­
ters at the planning stage will be especially critical. Atten­
tion should also be given to the planning considerations 
discussed in SAS No. 48, The Effects o f  C om puter P rocessing 
on th e A udit o f  F in an cia l S tatem ents (AICPA, Professiona l 
Standards, vol. 1, AU sec. 311).
• E-business may result in rapid changes in the way transac­
tions are processed, possibly without adequate consideration 
of the effect on internal control. SAS No. 55, Consideration o f  
In terna l Control in a F inancia l S tatem ent Audit (AICPA, Pro­
fess iona l Standards, vol. 1, AU sec. 319), as amended by SAS 
No. 78, Consideration o f  In ternal Control in a F inancial State­
m en t Audit: An A m endm ent to SAS No. 55  (AICPA, Profes­
siona l Standards, vol. 1, AU sec. 319), provides guidance on 
the auditor's consideration of an entity’s internal control in 
an audit of financial statements in accordance with GAAS.
• SAS No. 82, C onsideration  o f  F raud in  a F in an cia l S tate­
m en t A udit (AICPA, Professional Standards, vol. 1, AU sec. 
316), suggests, among other matters, a number of fraud risk 
factors relating to misstatements arising from fraudulent fi-
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nancial reporting. Some of these factors may be particularly 
relevant to e-business entities. These fraud risk factors may 
include rapid changes in the industry, high vulnerability to 
rapidly changing technology, significant pressure to obtain 
additional capital necessary to stay competitive, a significant 
portion of management's compensation represented by stock 
options, an inability to generate cash flows from operations, a 
high degree of competition, management continuing to em­
ploy ineffective information technology staff, the threat of 
imminent bankruptcy, and an excessive interest by manage­
ment in maintaining or increasing the entity’s stock price.
E-business is a new realm. Accordingly, accounting issues that arise 
are likely to be more problematic when compared with “old econ­
omy” entities. Auditors should be particularly alert to the manner 
in which management applies existing standards, and those re­
cently developed, to this new business model. Given that divergent 
practices may exist where generally accepted accounting principles 
(GAAP) is unclear or nonexistent, careful consideration should be 
given to whether the accounting methods employed accurately re­
flect the substance of the underlying transaction.
Help Desk—Look for the newly introduced Audit Risk Alert 
E-Business Industry Developments—2000/01 for comprehensive 
discussions of the considerations unique to the e-business envi­
ronment. See “Resource Central” later in this Alert for further 
information.
Executive Summary— Auditing in an Electronic 
Business Environment
• Increasingly, auditors are faced with auditing in an environment 
where a significant amount of business is transacted electronically.
• E-business environments may have a significant impact on the audit 
process, including such matters as internal control, audit evidence, 
using the work of a specialist, and independence.
• The newly introduced Audit Risk Alert E-Business Industry Develop­
ments 2000/01 takes a close look at the e-world and its implications 
to auditors.
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Business Combinations
How does the trend toward merger and consolidation in the high- 
technology industry affect auditors of high-technology entities?
There has been significant merger activity in the high-technology 
industry recently, as entities attempt to increase market share, gain 
access to new markets, or acquire the knowledge or the infrastruc­
ture to keep competitive. As a result, auditors of high-technology 
entities face a greater likelihood of dealing with clients that were in­
volved in a business combination in the last year and with clients 
facing an upcoming business combination. The following is a dis­
cussion of some of the issues relating to business combinations that 
the auditor may be facing.
A business combination, according to APB Opinion 16, Business 
Combinations, occurs when a corporation and one or more incorpo­
rated or unincorporated businesses are brought together into one 
accounting entity. The single entity that results carries on the activi­
ties of the previously separate, independent enterprises. The audit­
ing and accounting issues that arise out of corporate consolidations 
are numerous and varied. Auditors should carefully consider the in­
dividual circumstances of the client to identify those issues and to 
then develop an appropriate audit strategy. Some of the issues that 
should be considered by auditors include the following.
• Careful consideration should be given to management's ac­
counting for the business combination to ensure that all rel­
evant generally accepted accounting principles have been 
considered, and for publicly-held entities, all relevant SEC 
rules and regulations should be considered also. For exam­
ple, if  the pooling-of-interests method has been used, have 
the specific criteria of APB Opinion 16 been met?1 If not, 
has the purchase price been allocated to the assets (including 
identifiable intangibles) and liabilities acquired with good­
1. Auditors should be aware that currently the Financial Accounting Standards Board 
(FASB) is debating whether to eliminate pooling as a method of accounting for 
mergers and acquisitions. If a final proposal passes by the end of 2000, it could take 
effect on January 1, 2001. All U.S. companies initiating business combinations after 
that date would have to use the purchase method to account for the transaction.
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will properly calculated in accordance with the purchase 
method of accounting?2
• If specialists have been used in asset or liability valuation, 
auditors relying on such information should understand 
their responsibilities when using the work of a specialist, as 
set forth under SAS No. 73.
• The question of the valuation and subsequent write-off of 
in-process research and development has been an area of 
particular concern for the SEC, especially with respect to 
high-technology companies. Accordingly, audit risk in this 
area may be especially acute for publicly held high-tech­
nology entities. Auditors should be aware that in 2001, the 
AICPA is planning to publish the Practice Aid titled Assets 
A cquired in  a Purchase Business C om bination  to B e Used in  
Research a n d  D evelopm en t Activities.
• W ith consolidation comes dramatic change in the structure 
of an entity. In an effort to create greater cost efficiencies in 
the consolidated entity, departments may be combined and 
duplicative functions eliminated. Auditors should consider 
the impact of such changes on their client’s internal control 
when making the assessment of control risk. SAS No. 55, as 
amended by SAS No. 78, provides guidance on the auditor’s 
consideration of an entity’s internal control in an audit of fi­
nancial statements in accordance with generally accepted au­
diting standards (GAAS).
• Business combinations often result in the gain of a client for 
one auditor and a loss of a client for another. Thus, in the 
current environment, auditors may be more likely to find 
themselves in the role of either a predecessor or successor au­
2. Accountants, other than the continuing accountant, who, among other things, have 
been requested to provide advice on the application of accounting principles to speci­
fied transactions, such as whether a proposed business combination is in compliance 
with the pooling requirements of Accounting Principles Board (APB) Opinion No. 16, 
B u sin ess  C o m b in a t io n s , and other related generally accepted accounting principles 
(GAAP), should refer to the guidance set forth under Statement on Auditing Standards 
(SAS) No. 50, R eports o n  th e  A pp lica tion  o f  A cco u n tin g  P r in c ip le s (AICPA, P ro fess ion a l 
S tandard s, vol. 1, AU sec. 625).
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ditor. SAS No. 84, Com munications B etw een  Predecessor a n d  
Successor Auditors (AICPA, Professional Standards, vol. 1, AU 
sec. 315), provides guidance on communications between 
predecessor and successor auditors when a change of audi­
tors is in process or has taken place.
• Mergers and acquisitions may be effected in part through 
the use of debt financing. Auditors should carefully evalu­
ate the terms of the debt agreement to identify, among 
other things, whether there are any loan covenants, and if 
so, the terms. Auditors should evaluate compliance with 
restrictive covenants and the im plications of any loan 
covenant violations.
• The acquisition of an entity by one party may mean that an­
other party has disposed of a business segment. Accordingly, 
auditors of the selling party should consider whether 
management has followed the accounting and disclosure re­
quirements of APB Opinion 30, Reporting the Results o f  Opera­
tions—R eportin g th e E ffects o f  D isposal o f  a S egm en t o f  a 
Business, a n d  Extraordinary, Unusual a n d  Infrequently O ccur­
rin g Events a n d  Transactions. Audit risk may be significant for 
discontinued operations involving an extended phase-out pe­
riod. Auditors should give careful consideration to manage­
ment’s estimates when the disposal date of the segment occurs 
after year end. SAS No. 57, A uditing A ccoun tin g Estimates 
(AICPA, Professional Standards, vol. 1, sec. 342), provides 
guidance on obtaining and evaluating sufficient competent 
evidential matter to support significant accounting estimates.
• Subsequent to the business combination, auditors should 
consider whether management has prepared the financial 
statements of the combined entity in accordance with ap­
propriate accounting standards, including FASB Statement 
No. 94, C onsolidation o f  All M a jo r ity -O w n ed  Subsidiaries, 
and ARB No. 51, Consolidated F inancia l Statements.
• A business combination involving a public business enter­
prise may result in an operating segment subject to the dis­
closure requirements of FASB Statement No. 131, Disclosures
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ab ou t S egm ents o f  an  Enterprise a n d  R elated In form ation . In 
such circumstances, auditors should consider the guidance 
set forth under Auditing Interpretation No. 4, “Applying 
Auditing Procedures to Segment Disclosures in Financial 
Statements,” of SAS No. 31, E vid en tia l M a tter  (AICPA, 
Professional Standards, vol. 1, AU sec. 9326.22).
Executive Summary— Business Combinations
• The ongoing consolidations of high-technology entities suggest that 
auditors are more likely to face the numerous and varied issues relat­
ing to business combinations.
• Auditors should carefully consider the individual circumstances of 
the client to identify the auditing and accounting issues that arise 
out of corporate consolidations.
• Auditors should consider the possible auditing and accounting issues 
that might arise as a result of a business combination, including the 
accounting methods used, effects on internal control, predecessor and 
successor communications, and discontinued operations.
Auditing Derivatives
What guidance is available for auditing derivative instruments?
The topic of derivatives takes center stage this year, from both the 
accounting and auditing perspectives. FASB Statement No. 133, 
A ccoun tin g f o r  D eriva tiv e In strum en ts a n d  H ed g in g  A ctiv ities (as 
amended), issued in June 1998, became effective for all fiscal 
quarters of all fiscal years beginning after June 15, 2000. Many 
high-tech entities are likely to be affected by FASB Statement No. 
133 because they m ight have financial instruments that now 
should be accounted for as derivatives. In September of this year, 
the Auditing Standards Board (ASB) issued SAS No. 92, A uditing 
D eriva tive Instrum ents, H edgin g A ctivities, a n d  Investm ents in  Se­
cu rities (AICPA, Professional Standards, vol. 1, AU sec. 391). SAS 
No. 92, which w ill supersede SAS No. 81, A uditing Investm en ts 
(AICPA, Professional Standards, vol. 1, AU sec. 332), is effective for 
audits of financial statements for fiscal years ending on or after 
June 30, 2001. Early application of the SAS is permitted.
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Guidance for Auditors
SAS No. 92 provides guidance for auditors in planning and per­
forming auditing procedures for financial statement assertions 
about derivative instruments, hedging activities, and investments 
in securities. The guidance in the SAS applies to (1) deriva tive in ­
strum ents, as defined by FASB Statement No. 133; (2) hedging ac­
tivities in which the entity designates a derivative or a nonderivative 
financial instrument as a hedge of exposure for which FASB State­
ment No. 133 permits hedge accounting; and (3) d eb t and  equity 
securities, as those terms are defined in FASB Statement No. 115, 
A ccoun tin g f o r  C ertain Investm en ts in  D eb t a n d  Equity Securities. 
The matters addressed by SAS No. 92 include—
• The n eed  f o r  sp ecia l skills o r  know ledge. Auditors may need 
special skills or knowledge to plan and perform procedures 
for certain assertions about derivatives and securities, such as 
the ability to identify a derivative that is embedded in a con­
tract or agreement.
• Consideration o f  aud it risk a n d  materiality. SAS No. 92 offers 
examples of considerations that affect the auditor’s assess­
ment of inherent risk (that is, the susceptibility of an asser­
tion to a material misstatement, assuming there are no 
related controls) for assertions about derivatives or securities. 
Such factors include the complexity of the features of the de­
rivative or security and the entity’s experience with the deriv­
ative or security. The SAS also discusses control risk (that is, 
the risk that a material misstatement that could occur in an 
assertion will not be prevented or detected on a timely basis 
by an entity’s internal control) assessment.
• D esign in g  su b sta n tiv e  p r o ced u r e s  ba sed  on risk assessm ent. 
Auditors assess inherent and control risk for assertions about 
derivatives and securities to determine the nature, timing, 
and extent of the substantive procedures to be performed. 
Substantive procedures for derivatives and securities should 
address the five categories of assertions presented in SAS No. 
31, E videntia l M atter.
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1. E xistence o r  o c cu r r en c e— Existence assertions address 
whether the derivatives and securities reported in the fi­
nancial statements exist at the balance sheet date. Occur­
rence assertions address whether derivatives and securities 
transactions reported in the financial statements (as a 
part of earnings, other comprehensive income, or cash 
flows) occurred.
2. Completeness—Completeness assertions address whether 
all of the entity’s derivatives and securities and the related 
transactions are reported in the financial statements.
3. R igh ts a n d  ob liga tion s—Assertions about rights and 
obligations address whether the entity has the rights 
and obligations associated with derivatives and securi­
ties reported in the financial statements.
4. Valuation—Assertions about the valuation of derivatives 
and securities address whether the amounts reported in 
the financial statements were determined in conformity 
with GAAP. GAAP may require that a derivative or secu­
rity be valued based on cost, the investee’s financial re­
sults, or fair value. Also, GAAP for securities may vary 
depending on the type of security, the nature of the trans­
action, management’s objectives related to the security, 
and the type of entity.
5. Presentation a n d  disclosure—Assertions about presentation 
and disclosure address whether the classification, descrip­
tion, and disclosure of derivatives and securities in the en­
tity’s financial statements are in conformity with GAAP
SAS No. 92 also discusses hedging activities and management rep­
resentation issues.
Audit Guide to Complement SAS No. 92
An Audit Guide to complement the SAS has been developed by the 
ASB and will be available in January 2001. The Guide provides prac­
tical guidance for implementing the SAS in all types of audit engage­
ments. The objective of the Guide is both to explain SAS No. 92 and 
to provide practical illustrations through the use of case studies.
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The Guide will include an overview of derivatives and securities 
and the general accounting considerations for them, as well as case 
studies that address topics such as the use of interest rate futures 
contracts to hedge the forecasted issuance of debt, the use of put 
options to hedge available-for-sale securities, separately accounting 
for a derivative embedded in a bond, the use of interest rate swaps 
to hedge existing debt, the use of foreign-currency put options to 
hedge a forecasted sale denominated in a foreign currency, chang­
ing the classification of a security to held-to-maturity, control risk 
considerations when service organizations provide securities ser­
vices, inherent and control risk assessment, and designing substan­
tive procedures based on risk assessments.
Executive Summary— Auditing Derivatives
• The topic of derivatives takes center stage this year, from both the 
accounting and auditing perspectives.
• Auditing guidance is available to auditors in the form of SAS No. 92, 
Auditing Derivative Instruments, Hedging Activities, and Investments in 
Securities.
• Further, more detailed guidance will be available in a related ASB Audit 
Guide that has been designed to complement the new SAS.
Accounting Issues and Developments
Revenue Recognition in Financial Statements— SEC Staff 
Accounting Bulletin
What does the new SEC Staff Accounting Bulletin have to say about 
revenue recognition? What effect will it have on financial statement 
preparation and audits for high-tech entities?
On December 3, 1999, the SEC staff released SAB No. 101, Rev­
enu e R ecognition in  F inancia l S tatem ents?  This SAB addresses the 
application of GAAP to revenue recognition in financial statements. 
It applies to entities subject to SEC regulations. Initially, SAB No.
3. Staff Accounting Bulletins (SABs) are not rules or interpretations of the Securities and 
Exchange Commission (SEC); they represent interpretations and practices followed by 
staff of the Office of the Chief Accountant and the Division of Corporation Finance in 
administering the disclosure requirements of the federal securities laws.
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101 was required to be applied no later than the first fiscal quarter of 
the fiscal year beginning after December 15, 1999. However, subse­
quently the effective date was amended twice by SAB No. 101A and 
SAB No. 101B. The most recent effective date according to SAB 
No. 101B is no later than the fourth fiscal quarter of the fiscal year 
beginning after December 15, 1999.
The SAB lists and explains four critical criteria needed for revenue 
recognition. All of the following criteria must be met for revenue to 
be recognized:
1. Persuasive evidence of an arrangement exists
2. Delivery has occurred or services have been rendered
3. The seller’s price to the buyer is fixed or determinable
4. Collectibility is reasonably assured
The SAB addresses a number of revenue recognition topics. In 
this Alert we will discuss only those that are most relevant to high- 
tech entities.
Factors Precluding Revenue Recognition Even If the Title 
Has Passed to the Buyer
Many high-technology manufacturers use written contracts to doc­
ument the terms of an arrangement, particularly when the arrange­
ment is complex. In other situations, the manufacturing company 
may use a purchase order from the customer to document its un­
derstanding with the customer. SAB No. 101 states that the pres­
ence of certain characteristics in a transaction precludes revenue 
recognition even if title to the product has passed to the buyer. It is 
common for high-technology companies to provide sales incen­
tives that include some of these characteristics that preclude rev­
enue recognition. According to SAB No. 101, the presence of one 
or more of the following characteristics precludes revenue recogni­
tion even if title to the product has passed to the buyer:
1. The buyer has the right to return the product and—
a. The buyer does not pay the seller at the time of sale, 
and the buyer is not obligated to pay the seller at a spec­
ified date or dates.
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b. The buyer does not pay the seller at the time of sale but 
rather is obligated to pay at a specified date or dates, and 
the buyer’s obligation to pay is contractually or implicitly 
excused until the buyer resells the product or subse­
quently consumes or uses the product.
c. The buyer’s obligation to the seller would be changed 
(for example, the seller would forgive the obligation or 
grant a refund) in the event of theft or physical destruc­
tion or damage of the product.
d. The buyer acquiring the product for resale does not 
have economic substance apart from that provided by 
the seller.
e. The seller has significant obligations for future perfor­
mance to directly bring about resale of the product by 
the buyer.
2. The seller is required to repurchase the product (or a substan­
tially identical product or processed goods of which the prod­
uct is a component) at specified prices that are not subject to 
change except for fluctuations due to finance and holding 
costs, and the amounts to be paid by the seller will be ad­
justed, as necessary, to cover substantially all fluctuations in 
costs incurred by the buyer in purchasing and holding the 
product (including interest). The SEC staff believes that indi­
cators of the latter condition include any of the following:
a. The seller provides interest-free or significantly below 
market financing to the buyer beyond the seller’s cus­
tomary sales terms and until the products are resold.
b. The seller pays interest costs on behalf of the buyer under 
a third-party financing arrangement.
c. The seller has a practice of refunding (or intends to re­
fund) a portion of the original sales price representative 
of interest expense for the period from when the buyer 
paid the seller until the buyer resells the product.
3. The transaction possesses the characteristics set forth in 
EITF Issue No. 95-1, R evenue R ecogn ition  on Sales w ith  a
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G uaranteed M in im um  Resale Value, and does not qualify for 
sales-type lease accounting.
4. The product is delivered for demonstration purposes.
Bill and Hold Transactions
As was mentioned before, it is not uncommon for high-tech entities 
to enter into bill and hold transactions. SAB No. 101 set forth 
certain criteria that a bill and hold transaction of a public com­
pany should meet in order to qualify for revenue recognition 
when delivery has not occurred. These include:
1. The risks of ownership must have passed to the buyer;
2. The customer must have made a fixed commitment to 
purchase the goods, preferably in written documentation;
3. The buyer, not the seller, must request that the transaction 
be on a bill and hold basis. The buyer must have a substan­
tial business purpose for ordering the goods on a bill and 
hold basis;
4. There must be a fixed schedule for delivery of the goods. 
The date for delivery must be reasonable and must be con­
sistent w ith the buyer’s business purpose (for example, 
storage periods are customary in the industry);
5. The seller must not have retained any specific performance 
obligations such that the earning process is not complete;
6. The ordered goods must have been segregated from the 
seller’s inventory and not be subject to being used to fill 
other orders; and
7. The equipment (product) must be complete and ready for 
shipment.
The SAB states that in applying the above criteria to a purported 
bill and hold sale, the individuals responsible for the preparation 
and filing of financial statements also should consider the follow­
ing factors:
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1. The date by which the seller expects payment, and whether 
the seller has modified its normal billing and credit terms for 
this buyer;
2. The sellers past experiences with and pattern of bill and hold 
transactions;
3. Whether the buyer has the expected risk of loss in the event 
of a decline in the market value of goods;
4. Whether the seller's custodial risks are insurable and insured;
5. Whether extended procedures are necessary in order to as­
sure that there are no exceptions to the buyer's commitment 
to accept and pay for the goods sold (i.e., that the business 
reasons for the bill and hold have not introduced a contin­
gency to the buyers commitment).
Reliable Estimates o f Product Returns
As was mentioned before, high-tech companies often provide 
their customers with a right of return. FASB Statement No. 48 
provides guidance for revenue recognition when a right of return 
exists. Paragraph 8 of FASB Statement No. 48 lists a number of 
factors that may impair the ability to make a reasonable estimate 
of product returns at the time of the sale, thereby preventing the 
seller from recognizing revenue. The paragraph concludes by stat­
ing “other factors may preclude a reasonable estimate.” The SAB 
identifies the following additional factors, among others, that 
may affect or preclude the ability to make reasonable and reliable 
estimates of product returns:
• Significant increases in or excess levels of inventory in a 
distribution channel (sometimes referred to as “channel 
stuffing”)
• Lack of “visibility” into or the inability to determine or ob­
serve the levels of inventory in a distribution channel and 
the current level of sales to end users
• Expected introductions of new products that may result in 
the technological obsolescence of and larger than expected 
returns of current products
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• The significance of a particular distributor to the registrant’s 
(or a reporting segment's) business, sales and marketing
• The newness of a product
• The introduction of competitors’ products with superior 
technology or greater expected market acceptance, and 
other factors that affect market demand and changing 
trends in that demand for the registrant’s products
Registrants and their auditors should carefully analyze all factors, 
including trends in historical data, that may affect registrants’ abil­
ity to make reasonable and reliable estimates of product returns.
Acceptance, Cancellation, and Termination Clauses
It is not uncommon for a high-technology company to include ac­
ceptance, cancellation, or termination clauses in its agreements 
with customers. According to SAB No. 101, if  uncertainty exists 
about customer acceptance after delivery of a product or perfor­
mance of a service, revenue should not be recognized until accep­
tance occurs or acceptance provisions lapse. W ith respect to 
cancellation or termination clauses, the SEC staff believes that they 
may be indicative of a demonstration period or an otherwise in­
complete transaction. These contractual provisions raise questions 
about whether the sales price is fixed or determinable. The sales 
price in arrangements that are cancelable by the customer are nei­
ther fixed nor determinable until the cancellation privileges lapse. 
If the cancellation privileges expire ratably over a stated contractual 
term, the sales price is considered to become determinable ratably 
over the stated term. Short-term rights of return, such as thirty-day 
money-back guarantees, and other customary rights to return 
products are not considered to be cancellation privileges but should 
be accounted for in accordance with FASB Statement No. 48.
Side Agreements
To entice customers to buy their products, high-tech companies 
often offer additional incentives that effectively amend the master 
contract. These are called “side” agreements. The SAB states that 
registrants should ensure that appropriate policies, procedures, and 
internal controls exist and are properly documented so as to provide
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reasonable assurances that sales transactions, including those af­
fected by side agreements, are properly accounted for in accordance 
with GAAP and to ensure compliance with section 13 of the Secu­
rities Exchange Act of 1934 (that is, the Foreign Corrupt Practices 
Act). Side agreements could include cancellation, termination, or 
other provisions that affect revenue recognition. The existence of a 
subsequently executed side agreement may be an indicator that the 
original agreement was not final and revenue recognition was not 
appropriate.
Licensing Arrangements
High-technology companies often derive a significant portion of 
their revenues from licensing their products to customers. The SAB 
states that in those cases revenue should not be recognized until the 
license term begins. Accordingly, if  a licensed product or technol­
ogy is physically delivered to the customer, but the license term has 
not yet begun, revenue should not be recognized prior to inception 
of the license term. Upon inception of the license term, revenue 
should be recognized in a manner consistent with the nature of the 
transaction and the earnings process.
Income Statement Presentation— Gross Versus Net
Before the advent of the “new economy,” stock prices were gener­
ally determined by the company’s bottom line. In today's dot-com 
world, many Internet companies report net losses and yet are still 
doing very well in the stock market. The stock price for those com­
panies is often affected more by the size of their revenue than by 
the size of their net income or loss. That is why it is extremely im­
portant to ensure that revenue is properly stated. The SAB gives an 
example of a company that operates an Internet site from which it 
sells products of another company. Customers place their orders for 
the product by making a product selection directly from the Inter­
net site and providing a credit card number for the payment. The 
company operating the Internet site receives the order and autho­
rization from the credit card company and passes the order on to 
the company whose product it sells so that it can ship the product 
directly to the customer. The company operating the Internet site 
does not take title to the product and has no risk of loss or other
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responsibility for the product. The company whose product is sold 
is responsible for all product returns, defects, and disputed credit 
card charges. In the event a credit card transaction is rejected, the 
company operating the Internet site loses only its margin on the 
sale. In this situation, it is the SEC staff’s view that the company 
operating the Internet site should report the revenue from the 
product on a net basis.
In assessing whether revenue should be reported gross with separate 
display of cost of sales to arrive at gross profit or on a net basis, the 
SEC staff considers whether the registrant—
1. Acts as principal in the transaction.
2. Takes title to the products.
3. Has risks and rewards of ownership, such as the risk of loss 
for collection, delivery, or returns.
4. Acts as an agent or broker (including performing services, 
in substance, as an agent or broker) with compensation on 
a commission or fee basis.
If the company performs as an agent or broker without assuming 
the risks and rewards of ownership of the goods, sales should be 
reported on a net basis.
EITF Issue No. 99-19, R eporting R evenue Gross as a P rin cipa l versus 
N et as an  A gent, provides additional guidance in determining 
whether to recognize revenue on a gross or net basis. It lists a num­
ber of factors that should be considered when making this decision. 
See the “Recent EITF Issues Relevant to High-Technology Indus­
try” section of this Alert for a complete listing of EITF issues that 
might be relevant for high-tech industry.
Conclusion
As auditor of an SEC registrant you should ensure that manage­
ment has properly applied the accounting and disclosure require­
ments described in SAB No. 101. The SEC staff will not object if 
registrants that have not applied this accounting in the past do 
not restate prior financial statements, provided they report a change 
in accounting principle in accordance with APB Opinion 20,
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A ccounting Changes. However, registrants that have not previously 
complied with GAAP should apply the guidance in APB Opinion 
20 for the correction of an error.
Auditors might find helpful guidance recently issued by SEC staff 
on implementation of SAB No. 101. This guidance, in the form of 
a Frequently Asked Questions (FAQ) document, is available on the 
SEC's Web site at www.sec.gov/offices/account/sabl01fq.htm.
Auditors need to be aware that in this Alert we discussed only those is­
sues that are most likely to affect high-tech entities. The SAB and 
FAQ discuss other topics that might be relevant to high-tech industry.
There are numerous issues on EITF's agenda dealing with revenue 
recognition. Auditors should be aware of final consensuses reached 
to ensure that, where applicable, their clients have properly applied 
these standards. See the “Recent EITF Issues Relevant to High- 
Technology Industry” section of this Alert for a complete listing of 
EITF issues that might be relevant for high-tech industry.
Help Desk—This section presents only a summary of items 
from SAB No. 101 that are most likely to affect high-tech enti­
ties. Readers of this Alert are strongly encouraged to refer to the 
full text of SAB No. 101, which can be viewed at the SEC Web 
site at www.sec.gov/rules/acctreps/sab 101.htm.
Executive Summary— Revenue Recognition in Financial 
Statements— SEC Staff Accounting Bulletin
• SAB No. 101 lists four critical criteria needed for revenue recognition.
• The SAB lists factors precluding revenue recognition even if the title 
has passed to the buyer.
• The SAB addresses bill and hold transactions by setting forth the crite­
ria to be met to recognize revenue when delivery has not occurred.
• The SAB list factors that may affect or preclude the ability to make 
reasonable and reliable estimates of product returns.
• The SAB discusses acceptance, cancellation, and termination clauses. It 
also addresses the issue of side agreements and licensing arrangements.
• The SAB discusses issues related to income statement presentation 
of revenue. It lists factors that should be considered when deciding
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whether revenue should be recognized on a gross or net basis. Addi­
tional guidance on this topic is provided in EITF Issue No. 99-19.
• Auditors might find helpful guidance, in the form of a FAQ document, 
recently issued by SEC staff on implementation of SAB No. 101. It can 
be found on the SEC's Web site.
Recent EITF Issues Relevant to the High-Technology Industry
What are some of the EITF issues that may be relevant to 
high-tech entities?
Auditors of high-tech companies should pay close attention to 
EITF issues because in the past several years the EITF addressed a 
number of topics relevant to that industry. The application of EITF 
consensuses (category c of the GAAP hierarchy) effective after 
March 15, 1992, is mandatory under SAS No. 69, The M ean in g o f  
Present Fairly in Conformity With Generally Accepted Accounting 
Principles in  the Independen t A uditors Report (AICPA, Professional 
Standards, vol. 1, AU sec. 411). Any EITF consensus issued before 
March 1 6 , 1992, becomes effective in the hierarchy for initial appli­
cation of an accounting principle after March 15, 1993. The follow­
ing is a summary of EITF issues discussed in the past two years that 
are relevant to the high-tech industry.4
• EITF Issue No. 99-16, A ccounting f o r  Transactions w ith  Ele­
m ents o f  Research a n d  D evelopm en t Arrangements. Consensus 
was reached.
• EITF Issue No. 99-17, A ccoun tin g f o r  A dvertis in g B arter  
Transactions. Consensus was reached.
• EITF Issue No. 99-19, R eporting R evenue Gross as a P rin ci­
p a l  versus N et as an  Agent. Consensus was reached.
• EITF Issue No. 00-2, A ccoun tin g f o r  Web Site D evelopm en t 
Costs. Consensuses were reached.
4. This summary reflects information contained in the minutes to the September 2000 
Emerging Issues Task Force (EITF) meeting. Look to the EITF A bstra cts for final 
language. The A bstracts can be ordered directly from the FASB (www.fasb.org).
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• EITF Issue No. 00-3, A pplica tion  o f  AICPA S ta tem en t o f  
Position 97 -2  to A rrangem ents That In clu d e th e R ight to Use 
Soft w are S tored on A nother Entity’s H ardware. Consensuses 
were reached.
• EITF Issue No. 00-8, A ccoun ting by a Grantee f o r  an  Equity 
In stru m en t to B e R ece iv ed  in C on ju n ction  w ith  P ro v id in g  
Goods o r Services. Consensus was reached.
• EITF Issue No. 00-10, A ccoun tin g f o r  S h ipp in g a n d  H an­
d lin g  Fees a n d  Costs. Consensuses were reached.
• EITF Issue No. 00-14, A ccoun tin g f o r  C ertain Sales In cen ­
tives. Consensuses were reached.
• EITF Issue No. 00-20, A ccoun ting f o r  Costs In cu rred  to Ac­
q u ire o r  O rig in a te In fo rm a tion  f o r  D atabase C on ten t a n d  
O ther C ollections o f  In form ation . Originally discussed Sep­
tember 20-21, 2000. Further discussion is planned.
• EITF Issue No. 00-21, A ccounting f o r  M ultiple-E lem ent Rev­
en u e A rrangements. Originally discussed July 19-20, 2000. 
Further discussion is planned.
• EITF Issue No. 00-22, A ccoun ting f o r  “P oin ts” a n d  Certain  
O ther T im e-B ased  o r  V olume-Based Sales In c en t iv e  O ffers, 
a n d  O ffers f o r  Free Products o r S ervices to Be D eliv ered  in th e 
Future. Originally discussed September 20-21, 2000. Fur­
ther discussion is planned.
• EITF Issue No. 00-23, Issues R ela ted  to th e A ccoun tin g f o r  
Stock Compensation under APB Opinion No. 25  a n d  FASB In­
terpretation No. 44. Originally discussed September 20-21, 
2000. Consensuses reached on certain issues. Further discus­
sion is planned.
• EITF Issue No. 00-24, R evenue R ecogn ition : Sales Arrange­
m en ts That In c lu d e S p ecified -P rice  Trade-in Rights. Origi­
nally discussed September 20-21, 2000. Further discussion 
is planned.
• EITF Issue No. 00-25, A ccounting f o r  Consideration fr om  a 
Vendor to a R etailer in C onnection w ith  th e Purchase or Pro­
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m otion o f  th e Vendors Products. Originally discussed Septem­
ber 20-21, 2000. Further discussion is planned.
Repricing of Employee Stock Options
Will repricing of employee stock options be a significant issue for high- 
tech entities this year? What guidance has the FASB issued recently to 
clarify accounting for this type of transaction?
As we mentioned in the “Economic and Industry Developments” 
section, high-tech entities may choose to reduce the exercise price 
of fixed stock option awards (this practice is commonly referred to 
as repricing) due to tumbling stock prices. In today’s job market, 
where intense competition for employees exists, stock options 
often play a significant role in attracting and retaining talented 
people. Declines in stock prices can often reduce the value of stock 
options or render some of them worthless. In these cases companies 
often reprice the options close to current market value so that they 
remain an incentive for employees.
In March 2000, FASB issued Interpretation No. 44, A ccoun ting  
f o r  Certain Transactions In vo lv in g Stock Compensation (an interpre­
tation of APB Opinion 25). The Interpretation does not amend 
APB Opinion 25 but instead clarifies some of the issues addressed 
in it. In this Alert we will discuss only the guidance provided in 
FASB Interpretation No. 44 with respect to accounting for repric­
ing because this topic is the one most likely to be relevant to high- 
tech entities this year.
Before the issuance of this Interpretation, repricing was basically 
“free”—that is, it did not affect net income. W ith this new guid­
ance, however, repricing most likely will have a negative impact on 
the bottom line. According to this Interpretation, if  the exercise 
price of a fixed stock option award is reduced, the award shall be 
accounted for as variable from the date of the modification to the 
date the award is exercised, is forfeited, or expires unexercised. Sub­
sequent to modification, additional compensation cost is calcu­
lated as the intrinsic value of the modified (or variable) award to 
the extent that it exceeds the lesser of the intrinsic value of the orig­
inal award (1) at the original measurement date or (2) immediately
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prior to the modification. The remaining unrecognized original in­
trinsic value, if  any, plus any additional compensation cost mea­
sured as described above shall be recognized over the remaining 
vesting (service) period, if  any. If the modified award is fully vested 
at the date of the modification, any additional compensation cost 
to be recognized shall be recognized immediately. Also, under vari­
able accounting, compensation cost shall be adjusted for increases 
or decreases in the intrinsic value of the modified award in subse­
quent periods until that award is exercised, is forfeited, or expires 
unexercised. However, compensation cost shall not be adjusted 
below the intrinsic value (if any) of the modified stock option or 
award at the original measurement date unless that award is for­
feited because the employee fails to fulfill an obligation.
The effective date of FASB Interpretation No. 44 is July 1, 2000. 
However, modifications to fixed stock option awards that directly 
or indirectly reduce the exercise price of an award apply to modi­
fications made after December 15, 1998. The effects of applying 
this Interpretation shall be recognized only on a prospective basis. 
Accordingly, no adjustments shall be made on initial application 
of this Interpretation to financial statements for periods prior to 
July 1, 2000. Additional compensation cost measured on initial ap­
plication of this Interpretation that is attributable to periods prior 
to July 1, 2000, shall not be recognized.
Auditors should ensure that management of their high-tech 
clients properly account for repricing of their stock option 
awards. Auditors also should be alert to the potential effect that 
this Interpretation may have on internal control. SAS No. 55 
identifies new accounting pronouncements as one of the circum­
stances that may increase risk relevant to the preparation of the fi­
nancial statements.
Help Desk—This section presents only one aspect of FASB 
Interpretation No. 44 that is most likely to affect high-tech enti­
ties. Readers of this Alert are strongly encouraged to refer to the 
full text of FASB Interpretation No. 44, which can be found in the 
most recent edition of FASB Original Pronouncements, volume 3.
See the FASB Web site at www.rutgers.edu/Accounting/raw/ 
fasb/public/index.html for order information.
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Impairment of Long-Lived Assets
How can the rapid pace of technological development affect the valuation 
of long-lived assets? What guidance is provided in FASB Statement No. 121 
with respect to accounting for the impairment of long-lived assets?
High-technology products are susceptible to rapid obsolescence. 
Long-lived assets used by enterprises involved in the manufacture 
of such products may require significant retooling to retain their 
usefulness. In some cases these assets may not lend themselves to 
modification and could be rendered obsolete. Additionally, the 
high-tech industry has experienced a spurt of merger and acquisi­
tion activity. The elimination of duplicate functions, which typi­
cally accompany a merger or acquisition, may affect the carrying 
amount of certain assets. These are just a few examples of the in­
stances in which the carrying amounts of recorded assets may not 
be recoverable and the provisions of FASB Statement No. 121 
may need to be applied.
FASB Statement No. 121, A ccoun tin g f o r  th e Im pa irm en t o f  Long- 
L ived  Assets a n d  f o r  L ong-L ived Assets to B e D isposed O f  requires 
that long-lived assets and certain identifiable intangibles and good­
will related to those assets to be held and used by an entity, be re­
viewed for impairment whenever events or changes in circumstances 
indicate that the carrying amount of an asset may not be recoverable. 
The Statement also requires that long-lived assets and certain iden­
tifiable intangibles to be disposed of be reported at the lower of car­
rying amount or fair value less costs to sell, except for assets covered 
by APB Opinion 30. Assets covered by APB Opinion 30 continue 
to be reported at the lower of the carrying amount or the net realiz­
able value.
FASB Statement No. 121 is likely to have a significant impact on 
many manufacturers of high-tech equipment, given the inher­
ently capital-intensive nature of the industry. In evaluating a 
high-tech entity’s implementation of FASB Statement No. 121, 
major issues to be considered by auditors include—
• The appropriate classification o f  lon g -liv ed  assets as e ith er those 
b ein g  h e ld  a n d  u sed  o r those to be disposed o f  Auditors should 
obtain an understanding of the policies and procedures used
61
by the company to classify long-lived assets pursuant to 
FASB Statement No. 121, as well as evaluating whether those 
classifications are proper.
• The id en tifica tion  o f  even ts or circum stances in d ica tin g that the 
ca rry in g am ounts o f  assets to b e h e ld  a n d  u sed  m ay n o t b e recov­
erable. Auditors should obtain an understanding of the poli­
cies and procedures used by the company to identify such 
events and circumstances. Examples of such events and cir­
cumstances could include the following:
— A dramatic change in the manner in which an asset is used
— A reduction in the extent to which an asset is used
— Forecasts showing lack of long-term profitability
— A change in the law or business environment
— A substantial drop in the market value of an asset
If there is a reduction in the extent to which an asset is used 
and the asset is used in manufacturing a product, then con­
sideration should be given to ARB No. 43, Restatem ent a n d  
Revision o f  A ccounting Research Bulletins, chapter 4. If idle fa- 
cility/asset expense is abnormal, it may be required to be 
treated as a period cost rather than be capitalized as part of 
the cost of inventory.
• The assum ption s u sed  in  th e u n d er ly in g  ca lcu la tion  o f  esti­
m a ted  fu tu r e  cash  f lo w s  w h en  te s t in g  f o r  asset im p a irm en t  
u sed  in m ana gem en t’s im pa irm en t test, a n d  th e assumptions 
u sed  in  es tim a tin g  th e f a i r  va lu e o f  assets f o r  w h ich  an  im ­
p a irm en t loss is to b e recogn ized . A company’s estimate of 
future cash flows from asset use, the discount rate used to 
determine an asset’s present value, and the fair value of as­
sets used in calculating impairment losses should be evalu­
ated pursuant to the guidelines set forth in SAS No. 57. 
Procedures to be employed should include one or a com­
bination of the following: (1) reviewing and testing the 
process used by management to develop the estimates, (2) 
developing an independent expectation to corroborate the 
reasonableness of the estimates, and (3) reviewing subse­
62
quent events or transactions occurring before the comple­
tion of fieldwork.
• The reco rd in g o f  assets to be d isposed o f  a t th e low er o f  ca rry­
in g  am oun t or fa i r  va lu e less costs to sell. Auditors should ver­
ify that the company has appropriately classified and valued 
long-lived assets to be disposed of.
• The disclosure requirem ents o f  FASB Statem ent No. 121. Audi­
tors should verify that all disclosure requirements of FASB 
Statement No. 121 have been included in the company’s fi­
nancial statements.
The auditors should be aware that in November 1999, the SEC 
staff released SAB No. 100, Restructuring a n d  Im pairm en t Charges, 
which, among other things, discusses the impairment of fixed as­
sets and goodwill. SAB No. 100 can be found on the SEC Web 
site at www.sec.gov/rules/acctreps/sabl00.htm.
New FASB Pronouncements
What new accounting pronouncements have been issued this year by 
the FASB?
In this section we present brief summaries of accounting pronounce­
ments issued since the publication of last year’s Alert. The summaries 
are for informational purposes only and should not be relied on as a 
substitute for a complete reading of the applicable standard. For in­
formation on accounting standards issued subsequent to the writing 
of this Alert, please refer to the Web sites provided throughout this 
section. You may also look for announcements of newly issued stan­
dards in the CPA Letter and the Jou rna l o f  Accountancy.
FASB Statement No. 138, Accounting fo r Certain Derivative 
Instruments and Certain Hedging Activities, an Amendment 
of FASB Statement No. 133
FASB Statement No. 138 addresses a limited number of issues caus­
ing implementation difficulties for numerous entities that apply 
FASB Statement No. 133. This Statement amends the accounting 
and reporting standards of FASB Statement No. 133 for certain de­
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rivative instruments and certain hedging activities as indicated in 
the following paragraphs.
1. The normal purchases and normal sales exception in para­
graph 10(b) may be applied to contracts that implicitly or 
explicitly permit net settlement, as discussed in paragraphs 
9(a) and 57(c)(1), and contracts that have a market mecha­
nism to facilitate net settlement, as discussed in paragraphs 
9(b) and 57(c)(2).
2. The specific risks that can be identified as the hedged risk 
are redefined so that in a hedge of interest rate risk, the risk 
of changes in the benchmark interest rate (benchmark in­
terest rate is defined in paragraph 4(jj) of FASB Statement 
No. 138) would be the hedged risk.
3. Recognized foreign-currency-denominated assets and liabili­
ties for which a foreign currency transaction gain or loss is rec­
ognized in earnings under the provisions of paragraph 15 of 
FASB Statement No. 52, Foreign Currency Translation, may be 
the hedged item in fair value hedges or cash flow hedges.
4. Certain intercompany derivatives may be designated as the 
hedging instruments in cash flow hedges of foreign currency 
risk in the consolidated financial statements if those inter­
company derivatives are offset by unrelated third-party con­
tracts on a net basis.
FASB Statement No. 138 also amends FASB Statement No. 133 
for decisions made by the FASB relating to the Derivatives Imple­
mentation Group (DIG) process. Certain decisions arising from 
the DIG process that required specific amendments to FASB State­
ment No. 133 are incorporated into FASB Statement No. 138.
FASB Statement No. 139, Rescission o f FASB Statement No. 53  
and Amendments to FASB Statements No. 63, 89, and 12 1
FASB Statement No. 139 rescinds FASB Statement No. 53, Finan­
c ia l R eporting by Producers a n d  D istributors o f  M otion P icture Films. 
An entity that previously was subject to the requirements of FASB 
Statement No. 53 shall follow the guidance in AICPA SOP 00-2,
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A ccoun tin g by P roducers o r  D istributors o f  Films. This Statement 
also amends FASB Statement Nos. 63, F in an cia l R ep o rtin g  by 
Broadcasters', 89, F inancia l R eporting a n d  Changing Prices', and 121, 
A ccoun tin g f o r  th e Im pa irm en t o f  L ong-L ived Assets a n d  f o r  Long- 
L ived Assets to B e D isposed O f
Statement No. 139 is effective for financial statements for fiscal 
years beginning after December 15, 2000. Earlier application is 
permitted only upon early adoption of the SOP.
FASB Statement No. 140, Accounting fo r  Transfers and  
Servicing o f Financial Assets and Extinguishments o f Liabilities, 
a Replacement o f FASB Statement No. 125
Issued in September 2000, FASB Statement No. 140 replaces 
FASB Statement No. 125, A ccoun tin g f o r  Transfers a n d  S erv icin g  
o f  F inan cia l Assets a n d  Extinguishments o f  L iabilities. It revises the 
standards for accounting for securitizations and other transfers of 
financial assets and collateral and requires certain disclosures, but 
it carries over most of FASB Statement No. 125’s provisions with­
out reconsideration.
The Statement provides accounting and reporting standards for 
transfers and servicing of financial assets and extinguishments of 
liabilities. Those standards are based on consistent application of a 
fin an cia l-com pon en ts approach  that focuses on control. Under that 
approach, after a transfer of financial assets, an entity recognizes 
the financial and servicing assets it controls and the liabilities it has 
incurred, derecognizes financial assets when control has been sur­
rendered, and derecognizes liabilities when extinguished. State­
ment No. 140 provides consistent standards for distinguishing 
transfers of financial assets that are sales from transfers that are se­
cured borrowings.
A transfer of financial assets in which the transferor surrenders 
control over those assets is accounted for as a sale to the extent 
that consideration other than beneficial interests in the trans­
ferred assets is received in exchange. The transferor has surren­
dered control over transferred assets if  and only if  all of the 
following conditions are met:
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1. The transferred assets have been isolated from the trans­
feror—put presumptively beyond the reach of the transferor 
and its creditors, even in bankruptcy or other receivership.
2. Each transferee (or, if  the transferee is a qualifying special- 
purpose entity (SPE), each holder of its beneficial interests) 
has the right to pledge or exchange the assets (or beneficial 
interests) it received, and no condition both constrains the 
transferee (or holder) from taking advantage of its right to 
pledge or exchange and provides more than a trivial bene­
fit to the transferor.
3. The transferor does not maintain effective control over the 
transferred assets through either (a) an agreement that both 
entitles and obligates the transferor to repurchase or redeem 
them before their maturity or (b) the ability to unilaterally 
cause the holder to return specific assets, other than through 
a cleanup call.
The Statement requires that liabilities and derivatives incurred or 
obtained by transferors as part of a transfer of financial assets be 
initially measured at fair value, if  practicable. It also requires that 
servicing assets and other retained interests in the transferred assets 
be measured by allocating the previous carrying amount between 
the assets sold, if  any, and retained interests, if  any, based on their 
relative fair values at the date of the transfer.
The Statement requires that servicing assets and liabilities be sub­
sequently measured by (a) amortization in proportion to and over 
the period of estimated net servicing income or loss and (b) assess­
ment for asset impairment or increased obligation based on their 
fair values.
The Statement requires that a liability be derecognized if  and only 
if  either (a) the debtor pays the creditor and is relieved of its oblig­
ation for the liability or (b) the debtor is legally released from being 
the primary obligor under the liability either judicially or by the 
creditor. Therefore, a liability is not considered extinguished by an 
in-substance defeasance.
66
The Statement provides implementation guidance for assessing isola­
tion of transferred assets; conditions that constrain a transferee; con­
ditions for an entity to be a qualifying SPE; accounting for transfers 
of partial interests; measurement of retained interests; servicing of fi­
nancial assets; securitizations, transfers of sales-type and direct fi­
nancing lease receivables; securities lending transactions; repurchase 
agreements, including “dollar rolls,” “wash sales,” loan syndications, 
and participations; risk participations in banker's acceptances; factor­
ing arrangements; transfers of receivables with recourse; and extin­
guishments of liabilities. The Statement also provides guidance about 
whether a transferor has retained effective control over assets trans­
ferred to qualifying SPEs through removal-of-accounts provisions, 
liquidation provisions, or other arrangements.
The Statement requires a debtor to (a) reclassify financial assets 
pledged as collateral and report those assets in its statement of finan­
cial position separate from other assets not so encumbered if the se­
cured party has the right by contract or custom to sell or repledge the 
collateral and (b) disclose assets pledged as collateral that have not 
been reclassified and separately reported in the statement of financial 
position. The Statement also requires a secured party to disclose in­
formation about collateral that it has accepted and is permitted by 
contract or custom to sell or repledge. The required disclosure in­
cludes the fair value at the end of the period of that collateral, and of 
the portion of that collateral that it has sold or repledged, and infor­
mation about the sources and uses of that collateral.
The Statement requires an entity that has securitized financial assets 
to disclose information about accounting policies, volume, cash 
flows, key assumptions made in determining fair values of retained 
interests, and sensitivity of those fair values to changes in key as­
sumptions. It also requires that entities that securitize assets disclose 
for the securitized assets and any other financial assets it manages to­
gether with them (a) the total principal amount outstanding, the 
portion that has been derecognized, and the portion that continues 
to be recognized in each category reported in the statement of finan­
cial position, at the end of the period; (b) delinquencies at the end of 
the period; and (c) credit losses during the period.
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In addition to replacing FASB Statement No. 125 and rescinding 
FASB Statement No. 127, D eferral o f  th e E ffective D ate o f  Certain 
Provisions o f  FASB Statem ent No. 125, this Statement carries forward 
the actions taken by FASB Statement No. 125. FASB Statement 
No. 125 superseded FASB Statement Nos. 76, E xtinguishment o f  
D ebt, and 77, R eportin g by Transferors f o r  Transfers o f  R eceivables 
w ith  Recourse. FASB Statement No. 125 amended FASB Statement 
No. 115, A ccounting f o r  Certain Investm ents in D ebt a n d  Equity Se­
curities, to clarify that a debt security may not be classified as held- 
to-maturity if  it can be prepaid or otherwise settled in such a way 
that the holder of the security would not recover substantially all of 
its recorded investment. FASB Statement No. 125 amended and 
extended to all servicing assets and liabilities the accounting stan­
dards for mortgage servicing rights now in FASB Statement No. 
65, A ccounting f o r  Certain M ortgage Banking Activities, and super­
seded FASB Statement No. 122, A ccounting f o r  M ortgage S ervicin g  
Rights. FASB Statement No. 125 also superseded FASB Technical 
Bulletins No. 84-4, In-Substance D efeasance o f  Debt, and No. 85-2, 
A ccoun tin g f o r  C olla tera lized M ortga ge O bligations (CMOs), and 
amended FASB Technical Bulletin No. 87-3, A ccounting f o r  M ort­
g a g e  S erv icin g Fees a n d  Rights.
FASB Statement No. 125 was effective for transfers and servicing 
of financial assets and extinguishments of liabilities occurring after 
December 3 1 ,  1996, and on or before March 31, 2001, except for 
certain provisions. FASB Statement No. 127 deferred until De­
cember 31, 1997, the effective date (a) of paragraph 15 of FASB 
Statement No. 125 and (b) for repurchase agreement, dollar-roll, 
securities lending, and similar transactions, of paragraphs 9 
through 12 and 237(b) of FASB Statement No. 125.
The Statement is effective for transfers and servicing of financial as­
sets and extinguishments of liabilities occurring after March 31, 
2001. The Statement is effective for recognition and reclassification 
of collateral and for disclosures relating to securitization transactions 
and collateral for fiscal years ending after December 15, 2000. Dis­
closures about securitization and collateral accepted need not be re­
ported for periods ending on or before December 15, 2000, for 
which financial statements are presented for comparative purposes.
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The Statement is to be applied prospectively with certain excep­
tions. Other than those exceptions, earlier or retroactive application 
of its accounting provisions is not permitted.
FASB Interpretation No. 44, Accounting fo r Certain 
Transactions Involving Stock Compensation, an Interpretation 
o f APB Opinion 2 5 5
APB Opinion 25, A ccounting f o r  Stock Issued to Employees, was is­
sued in October 1972. Since its issuance, questions have been 
raised about its application and diversity in practice has developed. 
During its consideration of the accounting for stock-based com­
pensation, which led to the issuance of FASB Statement No. 123, 
A ccounting f o r  Stock-Based Compensation , the FASB decided not to 
address practice issues related to APB Opinion 25 because it had 
planned to supersede the Opinion. However, FASB Statement No. 
123 permits entities to continue applying APB Opinion 25 to 
stock compensation involving employees. Consequently, questions 
remain about the application of APB Opinion 25 in a number of 
different circumstances.
FASB Interpretation No. 44 clarifies the application of APB Opin­
ion 25 for only certain issues. It does not address any issues related 
to the application of the fair value method in FASB Statement No. 
123. The issues addressed herein were selected after receiving input 
from members of both the FASB EITF and the task force on stock 
compensation that assisted in the development of FASB Statement 
No. 123. Among other issues, FASB Interpretation No. 44 clarifies 
(a) the definition of employee for purposes of applying APB Opin­
ion 25, (b) the criteria for determining whether a plan qualifies as a 
noncompensatory plan, (c) the accounting consequence of various 
modifications to the terms of a previously fixed stock option or 
award, and (d) the accounting for an exchange of stock compensa­
tion awards in a business combination.
5. Certain implementation issues regarding FASB Interpretation No. 44, A cco u n t in g  f o r  
C erta in  T ran sa ction s I n v o lv in g  Stock  C om p en sa t io n , as well as certain issues regarding 
the application of APB Opinion 25, A cco u n t in g  f o r  S tock  I s su ed  to  E m p loyees that are 
not addressed by Interpretation No. 44, are being addressed by the EITF in Issue 
No. 00-23.
69
In considering those issues, the FASB focused on interpreting APB 
Opinion 25. The FASB decided not to amend the APB Opinion 
25 framework because most of the problems inherent in the APB 
Opinion 25 intrinsic value method are addressed in FASB State­
ment No. 123 through that Statement’s recommended fair value 
method. Consequently, in determining the guidance in this Inter­
pretation, the FASB reached its conclusions within the framework 
of APB Opinion 25 and did not refer to concepts underlying the 
fair value method described in FASB Statement No. 123.
FASB Interpretation No. 44 is effective July 1, 2000, but certain 
conclusions in the Interpretation cover specific events that occur 
after either December 15, 1998, or January 12, 2000. To the extent 
that the Interpretation covers events occurring during the period 
after December 15, 1998, or January 12, 2000, but before the ef­
fective date of July 1, 2000, the effects of applying the Interpreta­
tion are recognized on a prospective basis from July 1, 2000.
EITF Consensus Positions
The status of issues considered recently by the EITF of the FASB can 
be found in Audit Risk Alert—2000/01 or on the FASB Web site.
New SOPs
A complete listing of all SOPs issued this year by the AICPA can be 
found in A udit Risk Alert—2000/01.
Executive Summary— New FASB Pronouncements
• FASB Statement No. 138, Accounting fo r  Certain Derivative Instru­
ments and Certain Hedging Activities, an amendment of FASB State­
ment No. 133
• FASB Statement No. 139, Recission o f  FASB Statement No. 53, and  
Amendments to FASB Statements No. 63, 89, and 121
• FASB Statement No. 140, Accounting fo r  Transfers and Servicing o f  
Financial Assets and Extinguishments o f  Liabilities, a replacement of 
FASB Statement No. 125
• FASB Interpretation No. 44, Accounting fo r  Certain Transactions In­
volving Stock Compensation, an interpretation of APB Opinion No. 25
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• The status of issues considered recently by EITF of the FASB can be 
found in Audit Risk Alert—2000/01 or on the FASB Web site
• A list of new SOPs can be found in Audit Risk Alert—2000/01
New Auditing and Attestation Pronouncements
What new auditing and attestation pronouncements have been issued 
this year?
In this section we present brief summaries of auditing and attes­
tation pronouncements issued since the publication of last year’s 
Alert. The summaries are for informational purposes only and 
should not be relied on as a substitute for a complete reading of 
the applicable standard. For information on auditing pronounce­
ments issued subsequent to the writing of this Alert, please refer 
to the AICPA Web site at www.aicpa.org/members/div/auditstd/ 
technic.htm. You may also look for announcements of newly issued 
standards in the CPA Letter and Jou rn a l o f  A ccountancy.
Auditing Standards
SAS No. 88, Service Organizations and Reporting on Consistency
In December 1999, the AICPA ASB issued SAS No. 88, Service 
O rganizations a n d  R eportin g on C onsistency (AICPA, Professional 
Standards, vol. 1, AU secs. 324 and 420).
Part 1, “Service Organizations,” amends SAS No. 70, Reports on the 
Processing o f  Transactions by S ervice Organizations (AICPA, Profes­
siona l Standards, vol. 1, AU secs. 324.03 and 324.06—.10), to—
1. Clarify the applicability of SAS No. 70 by stating that the 
SAS is applicable if  an entity obtains services from another 
organization that are part of the entity’s information system. 
It also provides guidance on how to determine whether ser­
vices are part of an entity’s information system.
2. Revise and clarify the factors a user auditor should consider 
in determining the significance of a service organization’s con­
trols to a user organization’s controls.
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3. Clarify the guidance on determining whether information 
about a service organizations controls is necessary to plan 
the audit.
4. Clarify that information about a service organizations con­
trols may be obtained from a variety of sources.
3. Change the tide of SAS No. 70 from Reports on the Processing o f  
Transactions by Service Organizations to Service Organizations.
Part 2, “Reporting on Consistency,” amends SAS No. 1, Codification 
o f  A uditing Standards a n d  Procedures (AICPA, Professional Standards, 
vol. 1, AU sec. 420, “Consistency of Application of Generally Ac­
cepted Accounting Principles”), to—
1. Conform the list of changes that constitute a change in the 
reporting entity (AU sec. 420.07) to the guidance in para­
graph 12 of APB Opinion 20.
2. C larify that the auditor need not add a consistency ex­
planatory paragraph to the auditor’s report when a change 
in the reporting entity results from a transaction or event.
3. Eliminate the requirement for a consistency explanatory para­
graph in the auditor’s report if a pooling of interests is not ac­
counted for retroactively in comparative financial statements.
4. Eliminate the requirement to qualify the auditors report and 
consider adding a consistency explanatory paragraph to the 
report if  single-year financial statements that report a pooling 
of interests do not disclose combined information for the 
prior year.
All of the amendments contained in SAS No. 88 were effective upon 
issuance.
SAS No. 89, A udit A d justm en ts
In December 1999, the ASB issued SAS No. 89, Audit Adjustments 
(AICPA, P ro fessiona l Standards, vol. 1, AU secs. 310, 333, and 
380), which amends three SASs to establish audit requirements de­
signed to encourage client management to record financial statement 
adjustments aggregated by the auditor. It also clarifies management’s
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responsibility for the disposition of financial statement misstate­
ments brought to its attention. SAS No. 89 amends SAS No. 83, Es­
tab lish in g an  U nderstanding With th e C lien t (AICPA, Professional 
Standards, vol. 1, AU sec. 310); SAS No. 85, M anagem en t Represen­
tations (AICPA, Professional Standards, vol. 1, AU sec. 333); and 
SAS No. 61, Communication With Audit Committees (AICPA, Pro­
fess iona l Standards, vol. 1, AU sec. 380), as follows:
1. SAS No. 83 is amended to include, in the understanding 
with the client, management's responsibility for determin­
ing the appropriate disposition of financial statement mis­
statements aggregated by the auditor. Specifically SAS No. 
89 adds the following to the list of matters that generally 
are included in the understanding with the client:
Management is responsible for adjusting the financial 
statements to correct material misstatements and for af­
firming to the auditor in the representation letter that the 
effects of any uncorrected misstatements aggregated by the 
auditor during the current engagement and pertaining to 
the latest period presented are immaterial, both individu­
ally and in the aggregate, to the financial statements taken 
as a whole.
2. SAS No. 85 is amended to require that the management 
representation letter include an acknowledgment by man­
agement that the effects of any uncorrected financial state­
ment misstatements aggregated by the auditor during the 
current engagement and pertaining to the latest period 
presented are immaterial, both individually and in the ag­
gregate, to the financial statements taken as a whole. It also 
requires that a summary of the uncorrected misstatements 
be included in or attached to the representation letter.
3. SAS No. 61 is amended to require the auditor to inform the 
audit committee about uncorrected misstatements aggre­
gated by the auditor during the current engagement and 
pertaining to the latest period presented, whose effects man­
agement believes are immaterial, both individually and in 
the aggregate, to the financial statements taken as a whole.
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These amendments are effective for audits of financial statements 
for periods beginning on or after December 15, 1999, with early 
adoption permitted.
SAS No. 90, A udit C om m ittee C om m un ica tion s
SAS No. 90, A udit C om m ittee C om m un ica tion s (AICPA, Profes­
siona l Standards, vol. 1, AU secs. 380 and 722), issued by the ASB 
in December 1999, amends SAS No. 61 and SAS No. 71, Interim  
F inan cia l In form ation  (AICPA, Professional Standards, vol. 1, AU 
sec. 722). SAS No. 90 was issued in response to recommendation 
numbers 8 and 10 of the report of the Blue Ribbon Committee on 
Improving the Effectiveness of Corporate Audit Committees, 
which suggest changes to GAAS.
Among other things, the amendment to SAS No. 61 requires an 
auditor to discuss with the audit committee of an SEC client the 
auditors judgments about the quality, not just the acceptability, of 
the company’s accounting principles as applied in its financial re­
porting. It also encourages a three-way discussion among the audi­
tor, management, and the audit committee. This amendment is 
effective for audits of financial statements for periods ending on or 
after December 15, 2000, with earlier application permitted.
The amendment to SAS No. 71 clarifies that the accountant should 
communicate to the audit committee or be satisfied, through dis­
cussions with the audit committee, that matters described in SAS 
No. 61 have been communicated to the audit committee by man­
agement when they have been identified in the conduct of interim 
financial reporting. This amendment also requires the accountant of 
a client filing interim financial information with a regulatory 
agency, such as the SEC, to attempt to discuss with the audit com­
mittee the matters described in SAS No. 61 prior to such filing. This 
amendment is effective for reviews of interim financial information 
for interim periods ending on or after March 15, 2000, with earlier 
application permitted.
Note also that the SEC has adopted new rules and amendments to 
its current rules to require that companies’ independent auditors 
review the companies’ financial information prior to the companies’ 
filing their Quarterly Reports on Form 10-Q  or Form 10-QSB with
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the Commission and to require that companies include in their 
proxy statements certain disclosures about their audit committees 
and reports from their audit committees containing certain disclo­
sures. The rules are designed to improve disclosure related to the 
functioning of corporate audit committees and to enhance the reli­
ability and credibility of financial statements of public companies. 
See the complete text of this final rule, Audit C om m ittee D isclosure, 
at www.sec.gov/rules/final/34-42266.htm.
SAS No. 91, Federal GAAP Hierarchy
At its October 1999 meeting, the AICPA Council adopted a reso­
lution recognizing the Federal Accounting Standards Advisory 
Board (FASAB) as the body designated to establish GAAP for fed­
eral government entities under Rule 203 of the AICPA's Code of 
Conduct. Pursuant to that resolution, Statements of Federal Finan­
cial Accounting Standards issued by the FASAB since March 1993 
are recognized as GAAP for applicable federal governmental enti­
ties. SAS No. 91, F edera l GAAP H ierarchy (AICPA, P rofessiona l 
Standards, vol. 1, AU sec. 411), issued by the ASB in April 2000, 
amends SAS No. 69, The M ean in g  of Present Fairly in Conformity 
W ith Generally Accepted Accounting Principles in  th e Independen t 
A uditor’s Report, to recognize FASAB statements as “level A” GAAP 
and to establish a hierarchy for other FASAB guidance and general 
accounting literature. SAS No. 91 became effective upon its is­
suance in April 2000.
SAS No. 92, Auditing Derivative Instruments, Hedging Activities, 
and Investments in Securities
In September 2000 the ASB issued SAS No. 92. SAS No. 92 will 
help auditors plan and perform auditing procedures for financial 
statement assertions about derivative instruments, hedging activ­
ities, and investments in securities. SAS No. 92 w ill supersede 
SAS No. 81, A uditing Investm ents. The guidance in the SAS ap­
plies to—
• Derivative instruments, as that term is defined in FASB State­
ment No. 133, Accounting f o r  D erivative Instruments an d  Hedg­
in g  Activities.
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• Hedging activities in which the entity designates a derivative or 
a nonderivative financial instrument as a hedge of exposure for 
which FASB Statement No. 133 permits hedge accounting.
• D ebt and equity securities, as those terms are defined in FASB 
Statement No. 113, A ccounting f o r  Certain Investments in D ebt 
a n d  Equity Securities.
SAS No. 92 is effective for audits of financial statements for fiscal 
years ending on or after June 30, 2001. Early application of the 
SAS is permitted. The ASB also has developed a companion Audit 
Guide to help practitioners implement the new SAS. See the “Au­
diting Derivatives” section of this Alert for a more detailed discus­
sion of the new SAS and companion Guide.
SAS No. 93, O m nibus S ta tem en t on  A ud itin g S tandards—2000
Issued by the ASB in October 2000, SAS No. 93, Omnibus State­
m en t on A uditing Standards—2000  (AICPA, Professional Standards, 
vol. 1, AU secs. 315, 508, and 622)—
1. Withdraws SAS No. 75, E ngagem ents to Apply A greed-Upon 
Procedures to S p ecified  Elements, A ccounts, o r Item s o f  a Fi­
n a n c ia l S ta tem en t (AICPA, P rofessiona l Standards, vol. 1, 
AU sec. 622). The guidance in SAS No. 75 will be incor­
porated into the Attestation Standards to consolidate the 
guidance on agreed-upon procedures engagements in pro­
fessional standards.
The withdrawal of SAS No. 75 is concurrent with the ef­
fective date of Statement on Standards for Attestation En­
gagements (SSAE) No. 10, A ttestation Standards: R evision  
a n d  R ecod ifica tion , scheduled to be issued in January 2001. 
The guidance included in SSAE No. 10 relating to agreed- 
upon procedures engagements is effective when the subject 
matter or assertion is as of or for a period ending on or 
after June 1, 2001, with earlier application permitted.
2. Amends SAS No. 58, Reports on A udited F inancial Statements 
(AICPA, Professional Standards, vol. 1, AU sec. 508), to in­
clude an identification in the auditor's report of the country
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of origin of the accounting principles used to prepare the fi­
nancial statements and the auditing standards that the auditor 
followed in performing the audit. This amendment with­
draws Auditing Interpretation No. 13, “Reference to Country 
of Origin in the Auditor’s Standard Report,” of SAS No. 58 
(AICPA, Professional Standards, vol. 1, AU sec. 9508.53-.55). 
This amendment is effective for reports issued or reissued on 
or after June 30, 2001. Earlier application is permitted.
3. Amends SAS No. 84, C om m unica tions B etw een  P redecessor 
a n d  Successor Auditors, to clarify the definition of a predeces­
sor auditor. This amendment is effective for audits of finan­
cial statements for periods ending on or after June 30, 2001. 
Earlier application is permitted.
Auditing Interpretations
Auditing Interpretations are issued by the Audit Issues Task Force 
of the ASB to provide timely guidance on the application of au­
diting pronouncements. Interpretations are reviewed by the ASB. 
An Interpretation is not as authoritative as a pronouncement of 
the ASB, but members should be aware that they may have to 
justify a departure from an Interpretation if  the quality of their 
work is questioned. The following Auditing Interpretations have 
been issued since our last Alert:
1. Interpretation No. 3, “Responsibilities of Service Organi­
zations and Service Auditors W ith Respect to Information 
About the Year 2000 Issue in a Service Organizations De­
scription of Controls,” of SAS No. 70 (AICPA, Professional 
Standards, vol. 1, AU sec. 9324.19-.31)
2. Interpretation No. 13, “Reference to Country of Origin in 
the Auditors Standard Report,” of SAS No. 58, Reports on 
A udited F inancia l Statements (AICPA, Professional Standards, 
vol. l,A U sec . 9508.53-.55)6
6. Withdrawn by SAS No. 93, O m n ibu s S ta tem en t o n  A u d itin g  S tandard s— 2 0 0 0  (AICPA, 
P ro fess ion a l S tandards, vol. 1, AU secs. 315, 508, and 622. See the “New Auditing and 
Attestation Pronouncements” section of this Alert for further information.
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3. Interpretation No. 7, “Managements and Auditors Respon­
sibilities W ith Regard to Related Party Disclosures Prefaced 
by Terminology Such As “Management Believes That”,” of 
SAS No. 45, Related Parties (AICPA, Professional Standards, 
vol. 1, AU sec. 9334.22-.23)
4. Interpretation No. 1, “The Meaning of the Term Misstate­
ment,” of SAS No. 47, A udit Risk an d  M ateria lity in Con­
du ctin g  an A udit (AICPA, Professional Standards, vol. 1, AU 
sec. 9312.01-.04)
5. Interpretation No. 2, “Evaluating Differences in Estimates” 
of SAS No. 47, Audit Risk a n d  M ateria lity in C onducting an  
A udit (AICPA, P ro fessiona l S tandards, vol. 1, AU sec. 
9312.05-.09)
6. Interpretation No. 3, “Quantitative Measures of Materiality 
in Evaluating Audit Findings” of SAS No. 47, A udit Risk a n d  
M ateria lity  in  C ondu ctin g  an  A udit (AICPA, P ro fessiona l 
Standards, vol. 1, AU sec. 9312.10-.l4)
7. Interpretation No. 4, “Considering the Qualitative Char­
acteristics of Misstatements” of SAS No. 47, A udit Risk 
a n d  M a ter ia lity  in  C on d u ctin g  an  A udit (AICPA, P ro fes­
sion a l Standards, vol. 1, AU sec. 9312.15-.17)
Help Desk—The full text of these Interpretations can be ob­
tained at the AICPA Web site at www.aicpa.org/members/div/
auditstd/announce/index.htm.
New Attestation Standard
SSAE No. 10, Attestation Standards: Revision and Recodification
The ASB expects to issue SSAE No. 10, Attestation Standards: Re­
vision  a n d  R ecod ifica tion  in January 2001. SSAE No. 10 does the 
following:
• Changes the title of AT section 101 to Attest Engagements.
• Changes the definition of an attest engagement into a state­
ment of applicability of the standard, as follows:
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This statement applies to engagements in which a certi­
fied public accountant in the practice of public account­
ing (hereinafter referred to as a pra ctition er ) is engaged to 
issue or does issue an examination, a review or an agreed- 
upon procedures report on subject matter, or an assertion 
about the subject matter, that is the responsibility of an­
other party.
• Revises the third general standard to focus on the essential 
elements of criteria: The criteria must be suitable and must 
be available to users. The subject matter also must be capa­
ble of reasonably consistent evaluation against the criteria.
• Enables true direct reporting on subject matter by eliminat­
ing the requirement to make reference to the assertion in the 
practitioner’s report.
• Provides expanded guidance on the circumstances in which 
the use of attest reports should be restricted to specified parties.
• Supersedes SSAE Nos. 1 through 9.
The new standard also revises and renumbers the AT sections as 
follows:
New
AT section
Existing 
AT section
A ttest Engagem ents 1 0 1 1 0 0
A greed-U pon  Procedures Engagem ents 2 0 1 6 0 0
Financial Forecasts and Projections 3 0 1 2 0 0
R eportin g  on  Pro Form a Financial In form ation 4 0 1 3 0 0
R eportin g  on  an E ntity ’s Internal C o n tro l O ver  
Financial R eporting 5 0 1 4 0 0
C om plian ce A ttestation 6 0 1 5 0 0
M anagem ent’s D iscussion and Analysis 7 0 1 7 0 0
The new SSAE also eliminates the requirement in AT section 201, 
Agreed-Upon Procedures Engagements, for the practitioner to obtain a 
written assertion in an agreed-upon procedures attest engagement. 
It also incorporates changes needed as a result of the withdrawal of
SAS No. 75, Engagements to Apply Agreed-Upon Procedures to Specified
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Elements, Accounts; or Items o f  a Financial Statement. T hat w ithdrawal 
is reflected in SA S N o. 9 3 , Omnibus Statement on Auditing Stan­
dards— 2000.
SSA E  No. 10  is effective w hen  the subject m atter o r assertion is as 
o f  o r fo r a period  ending on  o r after Ju n e 1, 2 0 0 1 .  Early applica­
tion  is perm itted .
Help Desk—Look for a new AICPA Practice A d on how to 
understand and apply the provisions of SSAE No. 10. It is ex­
pected to become available during the first quarter of 2001.
Other Developments
Reminder— In 19 9 9 , the SE C staff released SAB No. 99 , Materiality. 
This SAB addresses the application o f  m ateriality thresholds to the 
preparation and audit o f  financial statem ents filed w ith  the SE C. 
T h e fu ll tex t o f  the SA B  can be v iew ed  at the SE C  W eb  site  
http://www.sec.gov/rules/acctreps/sab99.htm . A s detailed in last 
y ea r's A u d it Risk A lert, the SAB states that it does not create new  
standards o r definitions fo r materiality, but reaffirm s the concepts 
o f  m ateriality as expressed in the accounting and auditing literature 
as well as in  long-standing case law.
Executive Summary— New Auditing and Attestation Pronouncements
• SAS No. 88, S erv ice O rganizations a n d  R eportin g on  Consistency, was 
issued in December 1999 and was effective upon issuance.
• SAS No. 89, A udit A djustments, was issued in December 1999 and is 
effective for audits of financial statements for periods beginning on 
or after December 15, 1999, with earlier adoption permitted.
• SAS No. 90, A udit C om m ittee C om m un ica tion s, was issued in De­
cember 1999. The amendment to SAS No. 61 is effective for audits 
of financial statements for periods ending on or after December 15, 
2000, with earlier application permitted. The amendment to SAS 
No. 71 is effective for reviews of interim financial information for in­
terim periods ending on or after March 15, 2000, with earlier appli­
cation permitted.
• SAS No. 91, Federa l GAAP Hierarchy, was issu ed  in  April 2000. This 
amendment to SAS No. 69 was effective upon issuance.
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• SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and  
Investments in Securities, was issued in September 2000 and is effective 
for audits of financial statements for fiscal years ending on or after 
June 30, 2001.
• SAS No. 93, Omnibus Statement on Auditing Standards—2000, was 
issued in October 2000.
• New Auditing Interpretations were issued this year.
• SSAE No. 10, Attestation Standards: Revision and Recodification, is 
expected to be issued in January 2001.
• SAB No. 99, Materiality, was issued last year by the SEC staff.
On the Horizon
What are some of the exposure drafts currently outstanding?
Practitioners should note that the purpose of exposure drafts is to 
solicit comments from preparers, auditors, users of financial state­
ments, and other interested parties. They are nonauthoritative and 
cannot be used as a basis for changing GAAS or GAAP. The fol­
lowing is a listing of some of the more significant exposure draffs 
outstanding at the time this Alert was written. Please note that 
AICPA standard-setting committees are now publishing exposure 
drafts of proposed professional standards exclusively on the 
AICPA’s  Web site.
ASB Exposure Draft
Issued in November 2000, the proposed SAS amends SAS No. 55, 
Consideration o f  In terna l C ontrol in  a  F inancia l S tatem ent Audit, as 
amended by SAS No. 78, Consideration o f  In terna l C ontrol in a Fi­
n an cia l S tatem ent Audit: An A m endm ent to S tatem ent on A uditing 
Standards No. 55  (AICPA, Professional Standards, vol. 1, AU sec. 
319), to provide guidance to auditors about the effect of informa­
tion technology (IT) on internal control, and on the auditor's un­
derstanding of internal control and assessment of control risk. The 
ASB believes the guidance is needed because entities of all sizes 
increasingly are using IT in ways that affect their internal control 
and the auditor’s consideration of internal control in a financial
81
statement audit. Consequently, in some circumstances, auditors 
may need to perform tests of controls to perform effective audits.
This proposed SAS amends SAS No. 55, as amended by SAS No. 78, 
to—
1. Incorporate and expand on the concept from SAS No. 80, 
A m endm en t to S ta tem en t on  A ud itin g  S tandards No. 31, 
Evidential Matter (AICPA, P rofessiona l Standards, vol. 1, 
AU sec. 326.14), that in circumstances where a significant 
amount of information supporting one or more financial 
statement assertions is electronically initiated, recorded, 
processed, and reported, the auditor may determine that it 
is not practical or possible to restrict detection risk to an 
acceptable level by performing only substantive tests for 
one or more financial statement assertions. In such cir­
cumstances, the auditor should obtain evidential matter 
about the effectiveness of both the design and operation of 
controls to reduce the assessed level of control risk.
2. Describe how IT may affect internal control, evidential mat­
ter, and the auditor's understanding of internal control and 
assessment of control risk.
3. Describe both benefits and risks of IT to internal control, 
and how IT affects the components of internal control, par­
ticularly the control activities and information and commu­
nication components.
4. Provide guidance to help auditors determine whether special­
ized skills are needed to consider the effect of computer pro­
cessing on the audit, to understand the controls, or to design 
and perform audit procedures.
5. Clarify that in obtaining an understanding of the entity’s fi­
nancial reporting process, the auditor should understand 
how both standard, recurring entries and nonstandard, non­
recurring entries are initiated and recorded, and the auditor 
should also understand the controls that have been placed in 
operation to ensure that such entries are authorized, com­
plete, and correctly recorded.
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6. Update terminology and references to IT system s and controls. 
The proposed SAS does not—
1. Eliminate the alternative of assessing control risk at the 
maximum level and performing a substantive audit, if  that 
is an effective approach.
2. Change the requirement to perform substantive tests for 
significant account balances and transaction classes.
Help Desk—See the ASB Exposure Drafts Web site at 
www.aicpa.org/members/div/auditstd/drafts.htm for informa­
tion on the status of these and other exposure drafts issued by  
the ASB. Note that the AICPA’s standard-setting committees are 
now publishing exposure drafts of proposed professional stan­
dards exclusively on the AICPA Web site. The AICPA will notify 
interested parties by e-mail about new exposure drafts. To have 
your e-mail address put on the notification list for all AICPA ex­
posure drafts, send your e-mail address to memsat@aicpa.org. 
Indicate “exposure draft e-mail list” in the subject header field to 
help process the submissions more efficiently. Include your full 
name, mailing address and, if known, your membership and 
subscriber number in the message.
AcSEC Exposure Drafts
The Accounting Standards Executive Committee (AcSEC) has issued 
the following exposure drafts:
• Proposed SOP—A ccoun tin g f o r  D iscounts R elated to C redit 
Q uality (the final SOP is expected to be titled “Accounting 
for Certain Purchased Loans”); December 30, 1998
• Proposed SOP—A m endm ent to Scope o f  S tatem ent o f  Position 
95-2, F inancia l R eporting by N onpublic Investm en t Partner­
ships, to In clude C om modity Pools, August 15, 2000
• Proposed SOP—A ccounting by Certain F inancia l Institutions 
a n d  Entities That L end to o r  F inance th e A ctivities o f  Others; 
May 30, 2000
• Proposed SOP—A ccoun tin g by Insurance Enterprises f o r  D e­
m utualizations a n d  Formations o f  M utua l Insurance H old ing
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C om pan ies a n d  f o r  C erta in  L ong-D ura tion  P a r t ic ip a t in g  
Contracts; April 3, 2000
• Proposed SOP—A ccoun tin g f o r  a n d  R eportin g o f  C ertain  
Health a n d  Welfare B enefit Plan Transactions; March 22, 2000
Help Desk—See the AcSEC Exposure Drafts Web site at 
www.aicpa.org/members/div/acctstd/edo/index.htm for infor­
mation on the status of these and other exposure drafts issued 
by AcSEC.
FASB Statement Exposure Drafts
The FASB has issued the following exposure drafts:
• Proposed Statement of Financial Accounting Standards— 
A ccoun ting f o r  th e Im pa irm en t o r  D isposal o f  L ong-L ived As­
sets a n d  f o r  O bligations A ssociated w ith  D isposal Activities', 
July 12, 2000
• Proposed Statement of Financial Accounting Standards— 
A ccoun tin g f o r  O bligations A ssociated w ith  th e R etirem en t o f  
L ong-L ived Assets', February 17, 2000
• Proposed Statement of Financial Accounting Standards—  
Business Combinations a n d  Intangible Assets; September 7 ,  1999
• Proposed Statement of Financial Accounting Standards— 
Consolidated F inancia l Statements: Purpose a n d  Policy; Febru­
ary 2 3 ,  1999
Help Desk—See the FASB Web site at www.rutgers.edu/ 
Accounting/raw/fasb/draft/draftpg.html for information on the 
status of these and other exposure drafts issued by the FASB.
Resource Central
On the Bookshelf
What other AICPA publications may be of value to my practice?
This section discusses AICPA publications that may be of interest
to auditors of high-tech organizations.
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General Audit Guides
• C onsideration o f  In tern a l C on trol in  a F inan cia l S ta tem en t 
A udit 1997—(Product No. 012451kk)
• NEW GUIDE—expected to be published early in 2001! 
A uditing D erivative Instruments, H edging Activities a n d  Invest­
m ents in  S ecurities— Practical Guidance for Applying SAS 
No. 92 — (Product No. 012520kk)
Audit Risk Alerts
• The ABCs o f  Ind ep en d en ce— (Product No. 022271kk) This 
is a must-read basic primer on the fundamentals of inde­
pendence. Whether you’re unfamiliar with the standards or 
need a user-friendly refresher course, this Alert is for you.
• SEC Alert— (Product No. 011172kk) This Alert provides 
valuable insights into the staff perspectives on numerous 
accounting and auditing issues. The Alert also includes up­
dates on recent SEC activities.
• E-Business— (Product No. 022273kk) The e-world awaits. 
Are you ready? Find out what’s happening in the realm of e- 
business and how it will affect your audits in this new Alert.
AICPA Practice Aid Series
The publications that constitute the AICPA Practice Aid Series have 
been designed to address a broad range of topics that affect today’s 
CPA. From enhancing the efficiency of your practice to developing 
the new skill sets required for a successful transition to meet the 
challenges of the new millennium, this series provides practical 
guidance and information to assist in making sense out of a chang­
ing and complex business environment. The series includes—
• C onsidering F raud in a F inan cia l S tatem ent Audit: P ra ctica l 
G uidance f o r  Applying SAS No. 82 (Product No. 008883kk).
• A uditin g Estimates a n d  O ther S oft A ccoun tin g In form ation  
(Product No. 010010kk).
• M ake Audits Pay—L everaging th e A udit in to C onsu lting Ser­
v ices (Product No. 006704kk).
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Assurance Services Alerts
The newly introduced Assurance Services Alerts series provides 
practitioners with information about the emerging practice areas. 
These Alerts provide both an introduction to those who are unfa­
miliar with assurance services and an update of important new de­
velopments for those who have expanded their practice to include 
these assurance services. Auditors of high-tech entities considering 
expanding the scope of their services might find the following pub­
lications helpful:
• WebTrustSM—2000  (Product No. 022249kk)
• CPA SysTrustSM—2000  (Product No. 022253kk)
Accounting Trends and Techniques— 2000
This publication (Product No. 009892kk) offers highlights of the 
latest trends in corporate financial statements, presented for practi­
tioners in industry and public practice. The publication, which is 
based on a survey of over 600 public companies, illustrates account­
ing practices and trends, including presentations and disclosures.
Auditing Practice Releases
Auditing Practice Releases provide auditors of financial statements 
with practical guidance on specific subject areas. These nonauthor­
itative publications help auditors understand complex issues en­
countered and suggest procedures to accomplish audit objectives.
• A udit Im p lica tion s o f  E lectron ic D ata In terch an ge (Product 
No. 021060kk)
• The Information Technology Age: Evidential M atter in the Elec­
tron ic E nvironm ent (Product No. 021068kk)
• Audit Implications o f  E lectronic D ocum en t M anagem en t (Prod­
uct No. 021066kk)
• A nalytica l P rocedures (Product No. 021069kk)
• A uditing in C om mon C om puter E nvironm ents (Product No. 
021059kk)
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• A uditing With C omputers (Product No. 021057kk)
• Consideration o f  th e In terna l C ontrol Structure in a  Computer 
E nvironment: A Case Study (Product No. 021055kk)
• Audits o f  In ven tories (Product No. 021045kk)
AICPA— At Your Service
How can I order AICPA products? What other AICPA services may be of 
interest to me?
Order Department (Member Satisfaction)
To order AICPA products, call (888) 777-7077; write AICPA Order 
Department, CLA10, P.O. Box 2209, Jersey City, NJ 07303-2209; 
or fax (800) 362-5066. For best results, call Monday through Friday 
between 8:30 a.m. and 7:30 p.m. EST. You can obtain product 
information and place online orders at the AICPA’s Web site, 
www.aicpa.org.
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about 
accounting, auditing, attestation, compilation, and review services. 
Call (888) 777-7077.
Ethics Hotline
Members of the AICPA’s Professional Ethics Team answer inquiries 
concerning independence and other behavioral issues related to the 
application of the AICPA Code of Professional Conduct. Call 
(888) 777-7077.
Web Site
The AICPA has a home page on the Web. AICPA Online 
(www.aicpa.org), offers CPAs the unique opportunity to stay 
abreast of developments in accounting and auditing, including ex­
posure drafts. The Web site includes In Our O pinion , the newslet­
ter of the AICPA Audit and Attest Standards Team. The newsletter 
provides valuable and timely information on technical activities 
and developments in auditing and attestation standard-setting.
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New! Online CPE Offer!
The AICPA has launched a new online learning tool, AICPA In­
foBytes. An annual fee ($95 for members and $295 for nonmem­
bers) will offer unlimited access to over 1,000 hours of online CPE 
in one- and two-hour segments. Register today as our guest at in­
fobytes.aicpaservices.org.
This Audit Risk Alert replaces H igh-T echnology Industry D evelop ­
m ents— 1999/2000.
Practitioners should also be aware of the economic, regulatory, and 
professional developments described in Audit Risk Alert—2000/01 
(Product No. 022260kk) and C om pila tion  a n d  R ev iew  A lert— 
2000/01 (Product No. 022270kk), which may be obtained by call­
ing the AICPA Order Department at (888) 777-7077.
The H igh- T echnology Indu stry D evelopm en ts Audit Risk Alert is 
published annually. As you encounter audit or industry issues 
that you believe warrant discussion in next year's Alert, please feel 
free to share them with us. Any other comments that you have 
about the Alert would also be greatly appreciated. You may e-mail 
these comments to ymishkevich@aicpa.org, or write to:
Yelena Mishkevich, CPA 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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APPENDIX
The Internet— An Auditor’s Research Tool
If used properly, the Internet can be a valuable tool for auditors. 
Through the Internet, auditors can access a wide variety of global 
business information. For example, information is available relating 
to Securities and Exchange Commission (SEC) filings, professional 
news, state CPA society information, Internal Revenue Service infor­
mation, software downloads, university research materials, currency 
exchange rates, stock prices, annual reports, and legislative and regu­
latory initiatives. Not only are such materials accessible from the 
computer, but they are also available at any time, free of charge.
A number of resources provide direct information, whereas others 
may simply point to information inside and outside of the Inter­
net. Auditors can use the Internet to—
• Obtain audit and accounting research information.
• Obtain texts such as audit programs.
• Discuss audit issues with peers.
• Communicate with audit clients.
• Obtain information from a clients Web site.
• Obtain information on professional associations.
There are caveats to keep in mind when using the Internet. Reliabil­
ity varies considerably. Some information on the Internet has not 
been reviewed or checked for accuracy; caution is advised when ac­
cessing data from unknown or questionable sources. Although a vast 
amount of information is available on the Internet, much of it may 
be of little or no value to auditors. Accordingly, auditors should learn 
to use search engines effectively to minimize the amount of time 
browsing through useless information. The Internet is best used in 
tandem with other research tools, because it is unlikely that all de­
sired research can be conducted solely from Internet sources.
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Some Web sites that may provide valuable information to auditors 
are listed in the following table.
N a m e  o f  S i t e C o n t e n t I n t e r n e t  A d d r e s s
American Institute 
of CPAs
Summaries of recent auditing 
and other professional standards 
as well as other AICPA activities
www.aicpa.org
Financial Accounting 
Standards Board
Summaries of recent accounting 
pronouncements and other 
FASB activities
www.fasb.org
Securities and Exchange 
Commission
SEC Digest and Statements, 
EDGAR database, current 
SEC rulemaking
www.sec.gov
Independence Standards 
Board
Information on the activities 
of the Independence 
Standards Board
www.cpaindependence.org
The Electronic World Wide Web magazine that www. electronic
Accountant features up-to-the-minute news 
for accountants
accountant.com
CPAnet Links to other Web sites of interest 
to CPAs
www.cpalinks.com/
Guide to WWW for Basic instructions on how to use the www.tetranet.net/users/
Research and Auditing Web as an auditing research tool gaostl/guide.htm
Accountants Home Page Resources for accountants and 
financial and business professionals
wsvw.computercpa.com/
United States Commerce news and www.doc.gov
Department of 
Commerce
economic statistics www.bea.doc.gov
U.S. Tax Code Online A complete text of the U.S. 
Tax Code
www.fourmilab.ch/ustax/
ustax.html
Federal Reserve Bank 
of New York
Key interest rates www.ny.frb.org/pihome/ 
statistics/dlyrates
Hoovers Online Online information on various 
companies and industries
www.hoovers.com
Ask Jeeves Search engine that utilizes a user- 
friendly question format; provides 
simultaneous search results from 
other search engines as well 
(e.g., Excite, Yahoo, AltaVista)
www.askjeeves.com
Telecommunications 
Industry Association
Information of interest to providers 
of communications and information 
technology products and services
www.tiaonline.org
American Electronics 
Association
Matters of interest to all segments 
of the high-technology industry— 
electronics, software, information 
technology; includes news, publi­
cations, services, and other items
www.aeanet.org
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Name o f  Site Content Internet Address
Semiconductor Industry Includes news of interest to the www.semichips.org
Association chip industry, in addition to 
statistics, research, publications, 
and other items
American Software Information about the information www.itaa.org
Association c/o ITAA technology industry and industry 
issues, and links to other Web sites
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